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HEARING ON THE TREATMENT OF CLOSELY- 
HELD BUSINESSES IN THE CONTEXT OF 
TAX REFORM 


WEDNESDAY, MARCH 7, 2012 

U.S. House of Representatives, 

Committee on Ways and Means, 

Washington, DC. 

The committee met, pursuant to notice, at 10:04 a.m., in Room 
1100, Longworth House Office Building, the Honorable Dave Camp 
[chairman of the committee] presiding. 

[The advisory of the hearing follows:] 


( 1 ) 
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HEARING ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 


Chairman Camp Announces Hearing 
on the Treatment of Closely-Held Businesses 
in the Context of Tax Reform 


Congressman Dave Camp (R-MI), Chairman of the Committee on Ways and 
Means, today announced that the Committee will hold the second of two hearings 
on how accounting rules cause different types of businesses — specifically, publicly- 
traded and closely-held businesses — to evaluate tax policy choices differently. 
Whereas the previous hearing focused on financial accounting rules and publicly- 
traded companies, this hearing will focus on the special challenges faced by small 
and closely-held businesses that are less concerned with financial accounting rules 
but must confront tremendous complexity in dealing with tax accounting and var- 
ious choice of entity regimes. The hearing will take place on Wednesday, 
March 7, 2012, in Room 1100 of the Longworth House Office Building, be- 
ginning at 10:00 A.M. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. However, any individual or organization 
not scheduled for an oral appearance may submit a written statement for consider- 
ation by the Committee and for inclusion in the printed record of the hearing. A 
list of invited witnesses will follow. 

BACKGROUND : 

Unlike publicly-traded companies, closely-held companies often rely less on Gen- 
erally Accepted Accounting Principles (“GAAP”) to report information to owners and 
creditors, although there are exceptions. (For example, a non-public entity with out- 
side investors or a closely-held entity that issues debt instruments might be re- 
quired to provide GAAP-compliant statements.) Instead, closely-held entities tend to 
focus almost exclusively on how teix policy changes affect cash flows. Closely-held 
companies, however, face their own set of challenges with regard to tax complexity 
and uncertainty. These challenges range from compliance with complicated rules on 
inventory accounting and cost recovery to numerous sets of tax rules governing dif- 
ferent business forms. 

The three major business forms from which closely-held companies must choose 
for federal tax purposes are C corporations, S corporations, and partnerships, al- 
though a number of other types of business entities exist to serve specific purposes. 
While C corporations are subject to entity-level tax and shareholders are again sub- 
ject to tax on dividends and capital gains, S corporations and partnerships are 
“pass-through” entities that do not pay entity-level tax — rather, partners and share- 
holders pay tax on their share of the entity’s income on their individual teix returns 
(and therefore under the individual rate schedule). Companies must choose to oper- 
ate under one of these regimes, and this choice can have significant tax con- 
sequences. Many commentators recommend modifications to the choice of entity 
rules to reduce the potential distortions introduced by such rules — with ideas rang- 
ing from consolidating existing pass-through rules into a “unified pass-through re- 
gime,” making it easier for closely-held C corporations to convert to pass-through 
status, or even subjecting some existing pass-through entities to double taxation as 
C corporations. On the other hand, tax reform proposals that create too large a 
spread between the top corporate rate and the top individual rate risk exacerbating 
these distortions rather than reducing them. 

In announcing this hearing. Chairman Camp said, “Closely-held businesses — 
including millions of small and family-owned businesses — form the back- 
bone of our economy, but our current Tax Code imposes a variety of bur- 
dens on them that public companies do not face. Tax compliance costs are 
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especially high for small and closely-held husinesses, and complex rules 
often prevent them from maximizing their ability to invest and create jobs. 
Higher marginal rates on individuals, as have been proposed by others, 
would stunt their growth even more. As part of comprehensive tax reform, 
the Committee must determine how best to reduce tax compliance costs 
and tax rates on closely-held businesses so that they can devote their re- 
sources to innovation and job creation, rather than to tax compliance and 
tax planning.” 

FOCUS OF THE HEARING : 

The hearing will examine how the Teix Code affects closely-held businesses in par- 
ticular, and how tax reform might improve their ability to grow and create jobs. To 
this end, the hearing will consider how and under which sets of rules closely-held 
entities should be taxed, as well as general burdens imposed on closely-held busi- 
nesses such as high compliance costs and teix rates. 

DETATT.S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit written com- 
ments for the hearing record must follow the appropriate link on the hearing page 
of the Committee website and complete the informational forms. From the Com- 
mittee homepage, http:llwaysandmeans.house.gov, select “Hearings.” Select the hear- 
ing for which you would like to submit, and click on the link entitled, “Click here 
to provide a submission for the record.” Once you have followed the online instruc- 
tions, submit all requested information. ATTACH your submission as a Word docu- 
ment, in compliance with the formatting requirements listed below, by the close 
of business on Wednesday, March 21, 2012. Finally, please note that due to the 
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de- 
liveries to all House Office Buildings. For questions, or if you encounter technical 
problems, please call (202) 225-3625 or (202) 225-2610. 

FORMATTING REQUIREMENTS : 

The Committee relies on electronic submissions for printing the official hearing 
record. As always, submissions will be included in the record according to the discre- 
tion of the Committee. The Committee will not alter the content of your submission, 
but we reserve the right to format it according to our guidelines. Any submission 
provided to the Committee by a witness, any supplementary materials submitted for 
the printed record, and any written comments in response to a request for written 
comments must conform to the guidelines listed below. Any submission or supple- 
mentary item not in compliance with these guidelines will not be printed, but will 
be maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word format and MUST 
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised 
that the Committee relies on electronic submissions for printing the official hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone, and fax numbers of each witness. 

The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http:llwww.waysandmeans.house.govl. 
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Chairman CAMP. Good morning. Before we begin, I just wanted 
to say that I was saddened to learn that a former staff member of 
the Joint Committee on Taxation, Cyndi LaFuente, passed away 
earlier this week. I know she was a valued colleague and friend to 
many people in this room, and I want to express my deepest condo- 
lences to her family and her friends for their loss, and just to say 
Cyndi will be missed. 

Today we are continuing our series of hearings on comprehensive 
tax reform and how a flatter, simpler, and fairer Tax Code can lead 
to economic growth and job creation. Our last hearing focused on 
publicly traded companies’ use of generally accepted accounting 
principles, GAAP, when compiling their SEC-required filings. For 
these companies, both earnings results and cash flow are important 
to investment decisions and performance measurement. 

During today’s hearing, we will shift gears to examine the other 
side of the coin, closely-held businesses. The complexion of these 
businesses varies greatly. They range from mid-size manufacturers 
to local law firms to the Main Street restaurants that sponsor local 
Little League teams. In this hearing, we will examine the rules 
that dictate how these entities should be organized for purposes of 
taxation, as well as general burdens imposed on closely-held busi- 
nesses such as high compliance costs and tax rates. 

The difference between individual and corporate tax rates has an 
important effect on a business and how it is organized. For exam- 
ple, if individual income tax rates are substantially higher than 
corporate income tax rates, there is a clear incentive for taxpayers 
to organize business activity in corporate form. In addition, busi- 
nesses that are subject to the higher individual rates may face a 
competitive disadvantage. 

There is little doubt that economic distortions can be created by 
a Tax Code that tilts too much in any one direction, and naturally 
one of the most effective ways to prevent that distortion is to create 
a neutral Tax Code in which the individual tax rates are similar 
to corporate tax rates. 

This is an approach that the Republicans have taken by calling 
for a top rate of 25 percent for both individuals and corporations. 
It also mirrors one of the most important achievements of the 1986 
Tax Reform Act, cementing the principal of closely aligning indi- 
vidual and corporate rates to eliminate abuse and economic distor- 
tions related to business structures. 

According to the Joint Committee on Taxation, in 2007 pass- 
through entities earned 56 percent of total net business income, 
which is taxed under the individual tax rate structure. Census data 
reveals that in 2008, pass-through entities employed more than 54 
percent of the private sector workforce. Both statistics point to the 
strong role pass-through entities play in our economy, and recent 
proposals have raised concerns from many in the pass-through 
community. 

For instance, under the President’s budget and other corporate 
reform proposals, the top statutory rate on individuals would rise 
to roughly 40 percent. At the same time, however. President 
Obama proposes to lower the corporate rate to 28 percent. Cor- 
porate taxpayers would enjoy a tax rate that is 12 percent points 
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lower than the top rate faced by pass-through businesses, and this 
will create more harm than good. 

As we continue to consider ways to transform the code from one 
that inhibits to one that spurs job growth, we must take steps to 
ensure that corporate reform is not financed on the backs of those 
who we have historically depended on the most to move us out of 
recessions, and that is small business. 

Adding to the challenges posed by a disparate rate is the ever- 
increasing tax complexity facing closely-held businesses. Unlike 
large, publicly-held companies that have armies of accountants and 
lawyers, the complexity of the Tax Code disproportionately hits 
small businesses, which tend to be closely-held businesses. 

The Small Business Administration found that small businesses 
face a tax compliance burden at $74.24 per hour. That is 67 per- 
cent higher than that faced by large businesses. This burden re- 
sults from reporting requirements, such as 1099s, as well as com- 
plex accounting rules for inventories, depreciation, and other busi- 
ness activity. 

In addition to the many tax rules a business must contend with, 
it is the first tax-related decision that businesses make, the man- 
ner in which they should organize themselves. That will affect all 
other tax decisions from that day forward. 

Whether a business organizes as a C corporation, an S corpora- 
tion, a partnership, or some other form of business entity, that de- 
cision should not be driven by tax considerations. Instead, it ought 
to be driven by what form of organization best suits that business 
and its needs. 

As we move forward on reform, this committee should ask when 
it is appropriate to tax business income on a pass-through basis 
and when, if ever, it is appropriate to subject business income to 
entity-level taxation. And given the importance of pass-through en- 
tities to the U.S. economies and the prevalence of closely-held busi- 
nesses, the treatment of job creators is critical to tax reform. 

Our goal with comprehensive tax reform remains clear, to create 
an environment that is ripe for economic growth and job creation. 
And I look forward to hearing from our witnesses about how we 
can best achieve that goal. 

And I now yield to Ranking Member Levin for his opening state- 
ment. 

Mr. LEVIN. Thank you very much, and welcome to all of you. 
And I know the chairman always wants you to have your testimony 
in in advance, and you all did that, and that was really helpful, 
though in one case your testimony was 12 pages and I am curious 
how you are going to do that in five minutes. 

[Laughter.] 

Mr. LEVIN. But it let us read rather late into the evening. 
Again, welcome, all of you knowledgeable people. 

Today’s hearing on closely-held businesses covers a vitally impor- 
tant topic. One of the measures of tax reform should be how well 
it promotes economic growth and job creation. So-called pass- 
through businesses represented over a third of business receipts in 
2008 and just under half of business income. They are a major part 
of our economy and a major source of growth and jobs. 
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Because pass-through entities do not pay corporate income tax at 
the entity level, and because they range in size from very small 
businesses to very large ones, they face a different set of issues 
with respect to tax reform than do C corporations. To understand 
how pass-through businesses will be affected by reform, we have to 
understand — and that is one of the purposes of the hearing today — 
who exactly they are. 

It used to be that pass-throughs were a reasonable proxy for 
small businesses. But with the growth both in number and size of 
S corporations and especially LLCs, this identity is breaking down. 
This is vitally important, among other issues, as we debate the 
question of whether to continue the upper income Bush tax cuts. 

Some have sought to continue to draw a straight line between 
pass-throughs and small business to justify continuing the tax cut 
for the highest earners. But pass-throughs are often quite large. 
For instance, in 2008, 64 percent of partnership income was earned 
by partnerships with more than $100 million in assets. 

Small business income is also a small fraction of the income that 
would be affected by an expiration of upper income tax cuts. Only 
a small fraction, 8 percent, is associated with small business em- 
ployers. 

This has implications for how this committee approaches the uni- 
versal, or nearly universal, desire to encourage small businesses. 
We need to keep in mind that if this committee contemplates the 
repeal of provisions that affect the cash flow of small businesses, 
such as accelerated depreciation or the domestic manufacturing de- 
duction, in order to finance a corporate tax reduction, pass-through 
entities will not benefit from a reduction in the corporate rate. 
Pass-throughs also would not benefit from some of the inter- 
national changes that the committee has discussed. 

One area where I think most of us agree where we can help 
small business is complexity. In reading through your testimony 
and the excellent Joint Committee pamphlet, I think there is plen- 
ty of complexity for us to explore. I look forward, therefore, and all 
of my colleagues on the Democratic side do, to your testimony. 
Thank you. 

Chairman CAMP. Well, thank you very much. 

We are pleased to welcome the excellent panel of experts assem- 
bled before us today. And as we tackle the special challenges faced 
by small and closely-held businesses, I believe their experience and 
insight will help us to shed some light on this complex area of the 
Tax Code. 

To introduce our first witness, from Naperville, Illinois, I yield to 
the chief deputy whip, Mr. Roskam. 

Mr. ROSKAM. Thank you, Mr. Chairman. And Mr. Chairman, I 
want to thank you for extending an invitation at my request to Mr. 
Mark Smetana. Mark is the chief financial officer of Eby-Brown, a 
100-year-old family-owned business, that is a wholesale distributor 
to the convenience store industry. And they are located in 
Naperville, Illinois, and they operate out of seven locations 
throughout the United States. They employ roughly 2500 employ- 
ees, distribute goods to over 13,000 retail locations, and have $4.5 
billion in annual sales. 
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Mark previously served as the chairman of the Private Company 
Policy Committee of Financial Executives International, a 15,000- 
member company organization. And of course, he is a proud grad- 
uate of the University of Notre Dame. 

Chairman CAMP. All right. Thank you, Mr. Roskam, and wel- 
come, Mr. Smetana. 

Second, we will hear from Mr. Dewey Martin. Mr. Martin is a li- 
censed CPA, the sole owner of a public accounting practice, and the 
director of the School of Accounting at Husson University in Maine. 
He is testifying today on behalf of the National Federation of Inde- 
pendent Business. 

Third, we welcome Mr. Stefan Tucker, a partner at Venable LLP 
here in Washington, D.C. Mr. Tucker is a former chair of the ABA 
Section of Taxation and has lectured as a professor at the George 
Washington University Law School and the Georgetown University 
Law Center. 

Fourth, I would like to yield to Mr. Gerlach to welcome our next 
witness. 

Mr. GERLACH. Thank you, Mr. Chairman. I appreciate it very 
much. We are pleased to have today Dr. Jeffrey Kwall with us on 
the panel. Dr. Kwall is the Kathleen and Bernard Beazley Pro- 
fessor of Law at the Loyola University School of Law in Chicago, 
Illinois. He also teaches at Northwestern University School of Law. 

He specializes in corporate and pass-through taxation, and has 
authored many publications on the subject. He is an undergraduate 
from Bucknell University in Pennsylvania, as well as getting his 
J.D. and his Masters in Business Administration from the Univer- 
sity of Pennsylvania. 

But what is extra-special about the opportunity to introduce Dr. 
Kwall this morning is that he and I grew up in the same home 
town in Western Pennsylvania. We are boyhood friends. We were 
in the same Cub Scout troop, and we have many memories of our 
childhood. And I have sworn him to secrecy on any of those stories, 
Mr. Chairman. 

[Laughter.] 

Mr. GERLACH. But we are really pleased to have Dr. Kwall 
with us, and I appreciate the opportunity to introduce him this 
morning. Thank you. 

Chairman CAMP. Well, thank you, Mr. Gerlach. And you come 
very well credentialed. Dr. Kwall. 

Fifth, we will be hearing from Mr. Thom Nichols. Mr. Nichols is 
a shareholder at Meissner Tierney Fisher & Nichols in Milwaukee, 
Wisconsin, and serves as the vice chair on the Committee on S Cor- 
porations for the ABA Section on Taxation. 

And finally, we do like to welcome back Mr. Martin Sullivan. Mr. 
Sullivan has served at the Treasury Department, the Joint Com- 
mittee on Taxation, and since 1995 has been a contributing editor 
for Tax Analysts. 

Thank you all again for your time today. Thank you for being 
here. The committee has received each of your written statements 
and they will be made part of the formal hearing record. Each of 
you will be recognized for five minutes, and I will hold you pretty 
tightly to those five minutes, for your oral remarks. 
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So Mr. Smetana, we will begin with you. You are recognized for 
five minutes. 

STATEMENT OF MARK SMETANA, CHIEF FINANCIAL OFFICER, 
EBY-BROWN COMPANY, NAPERVILLE, ILLINOIS 

Mr. SMETANA. Good morning, Chairman Camp and Ranking 
Member Levin and Members of the Committee. It is a privilege to 
testify at today’s hearing regarding the treatment of privately-held 
businesses in the context of tax reform. This hearing comes at an 
important time as America’s businesses continue to struggle with 
lingering economic uncertainty. This proves especially true for the 
thousands of privately-held and family-owned businesses in the 
United States. 

As Mr. Roskam noted, I currently work for a privately-held com- 
pany. The current family ownership is in its second generation, and 
it employs about 2500 people. The longevity of the company has 
largely resulted from the family’s reinvestment of its after-tax 
earnings and traditional financing. 

America’s privately-held businesses are the backbone of our econ- 
omy. Forbes Magazine estimates that the 441 largest private com- 
panies in the United States employ 6.2 million people and account 
for 1.8 trillion in revenue. Recognizing the importance of private 
companies is vital since any workable tax reform must address 
businesses, regardless of their form of organization. 

All forms of business use GAAP-based financial statements to 
measure financial performance and the financial position of the 
business. However, there are fundamental differences between pri- 
vately-held businesses and corporations. 

Owners of privately-held companies are typically limited in num- 
ber and have long-term investment horizons, years to generations, 
whereas investors in publicly-held corporations are short-term rent- 
ers of the securities they own, frequently trading them for cash. 
Capital used to finance privately-held businesses are after-tax cash 
earnings and transactional forms of debt financing. Public corpora- 
tions raise capital via offerings of debt and equity-traded securities 
to the public. 

The owners of privately-held businesses typically measure the 
value of their business in terms of free cash flows the business gen- 
erates, EBITDA or earnings before taxes, interest, depreciation, 
and amortization, times a market multiple; whereas public compa- 
nies measure valuation in terms of market capitalization, price-to- 
earnings ratio, and earnings per share. 

Most privately-held companies evaluate investment opportunities 
on an after-tax cash flow basis, whereas public companies evaluate 
the impact on the price of its stock. Tax policy plays a material role 
in evaluating those investment decisions for privately-held busi- 
nesses. 

The recent framework for business tax reform released jointly by 
the Administration and Department of Treasury strongly implies 
that those organized as pass-through entities are advantaged in the 
current Tax Code over corporations. This is simply not the case. 

According to a report from Robert Carroll and Gerald Prante of 
Ernst & Young, America’s pass-through businesses reported 36 per- 
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cent of all business net income but paid 44 percent of all Federal 
business income taxes. 

Furthermore, the pass-through tax regime recognizes that there 
is a fundamental difference between closely-held businesses enter- 
prises and corporations, especially publicly traded ones. Among 
them are: 

Owners of pass-through privately-held companies are taxed on 
business income, whether distributed or retained in the business, 
at one level of taxation, whereas corporations pay taxes on all in- 
come; and their owners pay a second tax on after-tax earnings that 
are distributed to its owners, creating a double-tax event. 

Pass-through entities are flexible, allowing a disproportionate al- 
location of earnings to its owners based upon the agreed-upon eq- 
uity contribution among them. Corporations are inflexible in the al- 
location of earnings to its stakeholders. 

In order to fairly treat all businesses and provide a consistent 
policy with which business can operate in the U.S. economy, tax re- 
form must address both forms of organization. The stated goal of 
providing a competitive business tax environment is important. 
However, it should not result in discriminating against closely-held 
businesses by widening the amount of marginal taxes the pay on 
business source income, forcing them into an inappropriate inves- 
tor/owner relationship with their business, double-taxing their 
business income as if they were merely an investor trader of the 
business, or forcing them to pay a second level of tax on the sale 
of their business. 

Financial professionals are already making decisions based on in- 
creases in marginal rates set for January 2013, expiring AMT fixes, 
increases in the tax rate on investment income, and an increase in 
death taxes on closely-held companies. Certainly none of these 
prospects can be welcome at a time when our economy desperately 
needs increased private sector investment. 

In closing, it is vital that private companies are recognized as 
critical for America’s economic future. When tax reform does take 
place, we hope that their importance in our economy is understood 
and not penalized. 

I want to thank the chairman and ranking member for giving me 
the opportunity to speak before the committee today. I am happy 
to discuss these issues further and answer any questions you may 
have. 

[The prepared statement of Mr. Smetana follows:] 
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Mark Smetana - House Committee on Ways and Means. March 7, 2012 

Good morning Chairman Camp and Ranking Member Levin and members of 
the committee. It is an honor and privilege to be invited to testify at today's hearing 
regarding the treatment of privately-held businesses in the context of tax reform. 
This hearing comes at an important time as America's businesses continue to 
struggle with lingering economic uncertainty. This proves especially true for the 
thousands of privately-held and family-owned businesses across the United States. 

My name is Mark Smetana and I am Chief Financial Officer for Eby-Brown 
Company, a 100 year old family-owned broadline distributor to the convenience 
store industry- The current family ownership is in its second generation and 
employs about 2,500 people. The longevity of the company has largely resulted from 
the family's reinvestment of its earnings into the business coupled with traditional 
bank llnancing. 

I am also an active member of Financial Executives International (FEI). FBI's 
1 5,000 members represent companies from every major industry, half of which are 
privately-held companies. As part of my involvement with FEI, I have previously 
served as Chairman of the FBI's Committee on Private Company Policy. This 
committee has helped Congressman Peter Roskam and Congressman Jason Altmire 
form the Privately-Held and Family-Owned Business Caucus. 

America’s privately-held businesses are the backbone to our economic 
success story. Forbes Magazine estimated that the 223 largest private companies in 
the United States employ 4.4 million people and account for $1.3 trillion in 
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Mark Smetana - House Committee on Ways and Means, March 7, 2012 

revenues.' Recognizing the importance of private companies is vital since any 
workable tax reform must address businesses regardless of their form of 
organization. 

All forms of business use GAAP based financial statements to measure 
Onaticial performance and the financial position of the business. However, there are 
fundamental differences between privately-held businesses and corporations in that 
holders of privately-held companies are typically limited in number and have longer 
term Investment horizons - years, decades, generations - whereas investors in 
pubhcally-held corporations are short-term renters of the securities they own, 
frequently trading them for cash. Capital used to fmaiice privately-held businesses 
post start up are after-tax cash earnings and traditional forms of debt borrowings. 
Public corporations raise capital via offerings of debt and equity-traded securities to 
the public. The owners of privately-held businesses typically measure the value of 
their business in terms of the cash flows the business generates - EBITDA, or 
earnings before taxes, interest, depreciation and amortization - times a market 
multiple. Whereas public companies measure valuation in terms of market 
capitalization, price to earnings ratio and earnings per share. Most privately-held 
corporations evaluate investment opportunities on an after tax cash flow basis 
whereas public companies evalmite the impact on the price of its stock. 

Tax policy plays a material role in evaluating those investtnent decisions for 

privately held businesses. The recent framework for business tax reform released 

jointly by the Obama Administration and the Department of Treasury strongly 

' DeCarlo, Scott. Andrea D. Murphy and |ohn ). Ray, America's Largest Private 
Companies, Forbes Magazine, Nov. 3. 2010. 
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Mark Smetana - House Committee on Ways and Means. March 7, 2012 

implies that those organized as pass through entities are advantaged in the current 
tax code over corporations. This is simply not the case. According to a report from 
Dr. Robert Carroll and Gerald Prante of Ernst and Young. America's pass-through 
businesses reported 36 percent of all business net income but paid 44 percent of all 
federal business income taxes. ^ Furthermore, the pass-through tax regime 
recognizes that there is a fundamental difference between closely-held business 
enterprises and corporations, especially publically-traded ones. Among them are: 

• Owners of pass through privately-held companies are taxed on 
business income whether distributed or retained in the business at 
one level of taxation whereas corporations pay taxes on all income 
and their owners pay a second tax on after tax earnings that are 
distributed to its owners creating a double tax event. 

• Pass-through entities are Ilexible, allowing a disproportionate 
allocation of earnings to its owners based on the agreed upon equity 
contribution among them. Corporations are inflexible in the 
allocation of earnings Co its stockholders. 

In order to fairly treat all businesses and provide a consistent policy with 
which businesses can operate in the US economy, tax reform must address both 
forms of organization. The stated goal of providing a competitive business tax 
environment is important, however, it should not result in discriminating against 
closely-held businesses by; widening the amount of marginal taxes they pay on 


2 Carroll, Dr. Robert and Gerald Pronte, The Flow-Through Business Sector and Tax 
Reform, Ernst & Young, April 2011. 
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business sourced income; forcing them into an inappropriate investor/owner 
relationship with their business: double taxing their business income as if they were 
merely an investor trader of the business; or forcing them to pay a second level tax 
on the sale of their business. 

Financial professionals are already making decisions based on increases in 
marginal rates set for lanuary 2013, expiring AMT Fixes and increases in the tax 
rates on investment income. Ceitainly none of these prospects can be welcomed at a 
time when our economy desperately needs Increased private sector investment. 

As I close, it is vital that private companies are recognized as critical for 
America's economic future. When tax reform does take place. I hope that their 
importance to our economy is understood and not penalized. 

I want to thank the Chairman and Ranking Member for giving me the 
opportunity to speak before the committee today. I am happy to discuss these 
issues further and answer any questions you may have. 


Chairman CAMP. Thank you very much. 

Mr. Martin, you are recognized for five minutes. 

STATEMENT OF DEWEY W. MARTIN, CPA, HAMPDEN, MAINE, 
TESTIFYING ON BEHALF OF THE NATIONAL FEDERATION OF 
INDEPENDENT BUSINESS 

Mr. MARTIN. Good morning, Chairman Camp, Ranking Member 
Levin, and Members of the Committee. I am very pleased to be 
here on behalf of NFIB as the committee continues its series of 
hearings on tax reform. I appreciate that the committee invited me 
here today to discuss tax reform from the perspective of someone 
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who is a small business owner, a tax advisor to many closely-held 
businesses, and a university professor of taxation for 32 years. 

I would like to discuss how taxes affect small business structure 
and propose a number of ideas for reform. Additionally, I will lay 
out some goals that I believe the committee should adopt when con- 
sidering the impact of tax reform on small businesses. 

Nearly 75 percent of small businesses choose the pass-through 
business structure. And, by the way, that occurred because of the 
Tax Reform Act of 1986; prior to that time, you could have one 
level of taxation at the time of liquidation of a C corporation. The 
Tax Reform Act of 1986 enforced double taxation that pushes ev- 
erybody towards S corporation status. 

From a from a tax perspective, the pass-through model makes 
sense for the typical small business. But while many small busi- 
nesses start as sole proprietors or as partnerships, the liability pro- 
tection that a corporation offers is not available to these business 
structures. As a small business grows in size, they are very likely 
to elect to change to an LLC or a corporate form. 

While there are important liability protections offered to incor- 
porated businesses, taxation that pushed C corporations toward on- 
going costs associated with that structure versus non-corporate 
structures, such as filing articles of incorporation, paying registra- 
tion fees with States, drawing up corporate bylaws, and estab- 
lishing a board of directors. 

Incorporation makes sense for some businesses and would serve 
as a barrier to entry for other businesses. The various models pro- 
vide the business owner with more flexibility and choice to organize 
their business in a way that best suits their needs. 

As I discuss in my written testimony, I believe that three 
changes to the current law would provide additional flexibility to 
small businesses in choosing that alternative: 

First, allow corporations to own shares in S corporations, or at 
the very least, allow S corporations to own shares in S corpora- 
tions. 

Second, allow owners of S corporations to have fringe benefits, 
just like employees of C corporations can have fringe benefits. 

And finally, reduce the holding period for built-in gains. For 
2011, it is five years, 2012 going back to 10 years. Reduce it. Elimi- 
nate it. But take care of it. It is a difficult problem for conversions. 

Regarding tax reform, as the committee considers various pro- 
posals, I would encourage you to keep these goals in mind: Perma- 
nent reduction of tax rates. Do not create disparities between the 
various forms of entities. Reduce complexity — big one for me, espe- 
cially in the classroom. And do not separate the business owner 
from the business; they are really one and the same. 

Small businesses need permanency in the Tax Code to make im- 
portant business decisions, such as when to hire workers and when 
to make capital investments. And one of the main sources of capital 
for expanding a business is earnings retained from business profits. 

While small businesses would no doubt welcome the opportunity 
to reduce individual income tax rates from their current levels, at 
a minimum, NFIB members overwhelmingly support extending the 
current tax rates. In addition, NFIB members strongly support re- 
peal of the AMT and the estate tax. 
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Pass-through businesses must be included in any reform of the 
Internal Revenue Code. If the rates were to go down for C corpora- 
tions but remain unchanged for pass-through businesses, it would 
put pass-through businesses at a competitive disadvantage or en- 
courage businesses to change to a less favorable business structure 
simply for tax reasons. Additionally, this could lead to higher taxes 
for pass-throughs, perhaps as much as $27 billion a year. 

NFIB strongly recommends that tax reform be pursued com- 
prehensively, addressing both individual and corporate taxes. The 
typical small business spends about $18 billion on tax compliance 
costs, some of it to me, a small piece. There are some areas of the 
tax law that are significantly more complex than necessary, such 
as the small business health insurance credit, which requires me 
to do a five-page worksheet in a tax return before I can even tell 
whether the business qualifies for the credit or not. Ridiculously 
complex, in my opinion. 

Additionally, in recent years, the IRS and Congress have at- 
tempted to close the tax gap by forcing small business owners to 
become information collectors for the IRS or through increased 
withholdings. Two such efforts, the 1099 paperwork mandate in the 
health care law and the 3 percent withholding requirement, were 
so onerous that they were rightly repealed in 2011 before even 
going into effect. Both of those requirements would have significant 
impact on my clients. 

Congress can build on the success of some reforms to the code 
that have made tax filing easier for small business. Two examples 
are the increased Section 179 deduction to the $500,000 level, mak- 
ing it permanent, and expanding the use of cash accounting, mak- 
ing it available to any business with less than $10 million in sales. 
That would be a big help to my clients. 

Finally, do not think of the business owner as separate from the 
business itself Attempts to tax small business or pass-through in- 
come and salary income at different tax rates would have a signifi- 
cant problem for small business owners. The recordkeeping re- 
quired to determine qualified income and to allocate expenses 
would increase the cost and burden of compliance for small busi- 
nesses. 

Thank you very much for the opportunity to testify here today. 
I very much appreciate the fact that the Committee on Ways and 
Means is taking a serious look at reforming the Internal Revenue 
Code, and I urge you to keep in mind the unique challenges that 
face small businesses. And I very much look forward to hearing 
your questions at the end of our presentations. Thank you. 

[The prepared statement of Mr. Martin follows:] 
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Good morning, Chairman Camp, Ranking Member Levin, and members of the Committee. I am pleased 
to be here on behalf of the National Federation of Independent Business (NFIB) as the Committee 
continues its series of hearings on tax reform. The current tax code impacts small and closely-held 
businesses in several important ways, so I appreciate that the Committee invited me here today to 
discuss these Important issues from the perspective of someone who is both a small business owner and 
a tax practitioner for many closely'held businesses. 

The NFIB is the nation's leading small business advocacy organization representing over 350,000 small 
business owners across the country. 1 have been a member of NFIB since 1990, and have also served on 
NFIB's Tax Advisory Board since 1996. I have been a full-time professor at Husson University in Bangor. 
Maine for 32 years. In addition. I have had an accounting practice for the same 32 years, which provides 
services to 125 small business clients. They range In size from $10,000 to $30,000,000 in sales and from 
1’12S employees. Prior to this segment of my life, I was a tax manager at PricewaterhouseCoopers in 
Boston. 

The typical NFIB member employs about 8 to 10 employees with annual gross receipts of about 
$500,000. All of NFIB's members are independently owned, which is to say that none are publicly 
traded corporations. While there Is no one definition of a small business, the problems our members 
confront relative to the tax code are representative of most small businesses. A few consistent concerns 
are raised regardless of the trade or industry If) which the small business Is engaged. 

As part of representing small business owners, NFIB frequently conducts surveys of both the NFIB 
membership and small businesses as a whole, and taxes consistently rank as one of their biggest 
concerns. In the most recent publication of the NFIB Research Foundation's Small Business Problems and 
Pnorities. 4 of the top 10 small business concerns are tax-related.^ In addition, the monthly Small 
Business Economic Trends survey consistently ranks taxes as among the most important problems facing 
small businesses.^ 

Business Structure 

One of the first organizational issues encountered when forming a business Is its legal form. The legal 
form chosen has implications for taxes, liability, startup costs, continuity, composition of ownership, and 
other matters of concern for the business owner. Critical to the business owner is the total cost to 
operate over the life of the business, including succession or termination. The owner cares about the 
variety of tax costs (income, payroll, return filing, etc.) that will be incurred as well as the cost of 
compliance with the related laws. A first meeting with a client would include all those topics. 


* William J. Dennis, Small Business Problems and Priorities. NFIB Research Foundation. Washington, DC. series. 
^ In the latest Small Business Economic Trends Survey, taxes ranked third among important problems. Small 
Business Economic Trends. NFIB Research Foundation. Washington, DC. February 2012. 



18 


The vast majority of small businesses are taxed as pass-through entities, with nearly 75 percent choosing 
a pass-through business structure.^ This means that most small businesses will pay their taxes at the 
individual level rather than the corporate level. From a tax perspective, the pass-through model makes 
sense for the typical small business. 

Small businesses are also overwhelmingly privately held and independent. Nearly 60 percent of small 
(employing) businesses are owned by one individual, and publicly traded small businesses amount to 
only one-tenth of 1 percent of small employers.* Moreover, small employing businesses are also 
overwhelmingly not held by another entity^only 4 percent are even partially owned by another 
busir^ess oroon-profit.^ 

While most small businesses start off as sole proprietorships or partnerships, the liability protection that 
a corporation offers Is not available for these business structures. If the business is liable for a debt, the 
business owner’s personal assets are also at risk. The Tax Reform Act of 1986 made several changes to 
the taxation of S-Corporations, reducing the tax liability for small businesses, but also providing the 
liability protection of a C-Corporation. The passage of those changes has led to an explosion in the 
number of S-Corporations. In 1985. 22 percent of ail corporations were S-Corporations. by 1990 the 
figure has risen to 43 percent, and today the majority of corporations are S-Corporations. ^ 

Businesses change their structure very infrequently and the tax code contributes to this.^ For example, 
there can be tremendous costs when an S-Corporation elects to convert to a C-Corporation, particularly 
the built-in gains tax, which subjects assets which are appreciated at the time of conversion to a 
corporate level tax If sold within five years (10 years beginning in 2012). There are several instances 
where this tax would be due in the year following conversion when there is not necessarily the cash on 
hand to pay It. 

Additionally, it should be noted that, while there are important liability protections offered to 
incorporated businesses, there are also both startup and ongoing costs associated with that structure 
versus non corporate structures. Filing articles of tncorporation, paying a registration fee with the state, 
drawing up corporate bylaws, changing all signage and corporate correspondence to indicate the new 
type of entity, setting up a board of directors, and filing an additional tax return are just a few possible 
examples of administrative startup costs. In addition, while most state laws require establishing a board 


^ Firms of all size responded that 20.9-percent organized as sole proprietors, 5.8-percenl as partnerships, 25.6- 
percent as C-Corps. 30.9-percent as S-Corps, 12.4-percent as LlCs, and 4.2-percent as other/DNK. Business 
Structure > NFIB Small Business Poll, NFI& Research Foundation. Washington, DC Volume 4; Issue 7; 2004. ^ 

* ibid. 

* ibid. 

* SOI Bulletin, Internal Revenue Service, U.S. Department of the Treasury, Selected Historical and Other Data - 
table 13. Winter 1999-2000. 

Also see; SOI Tax Stats S Corporation Statistics, Internal Revenue Service. U.S. Department of the Treasury, 
available at: http://www.ifs.Eov/taxstats/bustaKStats/artn.le/0..id-9640S.0O.htrnl 

^ In an NFIB survey, only 7 percent of businesses had changed their legal form within the previous 3 years. Of the 
small businesses that did change their business structure, 39 percent changed to avoid liability, and 27 percent 
changed for tax reasons. Business Structure • NFIB Small Business Poll. NFiB Research Foundation, Washington, 
DC, Volume 4; Issue 7; 2CXM 
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of directors, more than two-thirds of small employers, virtiially all of whom are privately held, say that 
their board exists primarily to fill legal requirements and not necessarily as an entity to govern the 
business. ^ In other words, incorporation makes sense for some businesses and would serve as barrier 
to entry for others. 

While the variety of business structures might lead to additional rules in the code, various models 
provide the business owner with more flexibility and choice to organize their business in a way that best 
suits the needs of the business. Entities such as sole proprietorships and S-Corporations can ensure that 
a small business Is not overburdened with extra layers of taxation. In other cases, structures like C- 
Corporations, S-Corporations, and Limited Liability Corporations (LLCs) can protect the business owner 
from personal liability. In the end. the structures promote the maximum amount of flexibility to allow 
the business owner to make decisions based on the fundamentals of their business. If the business 
grows or changes, the different structures allow the business owner to adapt in such a way that the 
business continues to operate effectively. 

In addition, we recommend making three changes to current law that could provide additional flexibility 
to small businesses. 

First, other than certain non-profits, corporations are currently not allowed to own stock in S- 
Corporations.^ Allowing such ownership would be helpful to small business owners and would prevent 
the involuntary termination of S Corporation status, which is usually a surprise to the business owner. 

At the very least, It would decrease administrative costs if one S'Corporation could own shares in 
another S-Corporation. 

A second issue with business structure choices that could make owners' lives simpler is in the area of 
fringe benefits. If a business owner is employed by a C-Corporation, he or she can have fringe benefits 
like other employees. If the S-Corporation or partnership forms are elected, the owner can have no 
frtnge benefits. This would result in complex planning to help these owners have similar coverage, 
and the tax results differ as well. This is needlessly complex. We should require that the fringe benefits 
be non-discriminatory. but they should be allowed no matter what form the business entity is. 

Finally, reducing the holding period for the built-in gains tax would do much to promote flexibility for 
small businesses. The built-in gains tax locks-ln capital assets if a C-Corporation elects to change to S- 
Corporation status, and reduces economic efficiency. NFI6 appreciates that the holding period has been 
reduced from 10 years to S years, and, at the very least, this should be extended. 

Goals for Small Business Tax Reform 

As the Committee considers tax reform, I would encourage you to keep these most important goals in 
mind. Achieving these goals will greatly enhance the ability of small and closely-held businesses to 
thrive in the 21^ century: 1) permanently keep the tax rates low, 2) do not create disparity between the 


"ibid. 

^26 use § 1361 tb)(l)(B) 
26 use § 1372 
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corporate rate and indi\/idual rate. S) reduce complexity, and 4) do not separate the business owner 
from the business. 

Permanently Keep the Tax Rotes Low 

According to a February 2012 Small Business Economic Trends survey. 18 percent of smalt businesses 
reported that taxes was the single most important problem facing them today.^* Small businesses need 
permanency in the tax code to make Important business decisions, such as hiring workers and making 
capital expenditures. While small businesses much appreciated the work done in late 2010 to keep 
rates low for another two years, we are again faced with the possibility that that rates will increase for 
individual income taxes, estate taxes, capital gains taxes, and dividends taxes at the end of 2012. 
Without knowing what their tax liability will be at the end of this year, business planning becomes very 
difficult for our nation's number one job creators. 

Individual income tax rates are paid by pass-through businesses, which are responsible for 54 percent of 
our nation's private sector workforce/^ One in five small businesses experiences a continuing cash flow 
problem and one in two businesses face regular cash How problems, which is exacerbated by higher 
taxes. Higher individual income Taxes eat away at the ability of small businesses owners to spend 
money on their business. One of the main sources of capital for expanding a business is earnings 
retained from business profits (i.e, the amount of money available after taxes have been paid). As 
businesses are faced with the threat that taxes will go up next year, they may suspend plans to hire and 
expand their businesses. 

The annual congressional tax extenders game, which for several years has included the Alternative 
Minimum Tax (AMT), creates even more uncertainty for business planning. This is especially true for tax 
preparers and makes tax planning for a client even more of a challenge and increases the potential for 
errors. A more certain tax code will help to promote prudent business planning and decisions and 
improve compliance. 

The uncertainty of the estate tax is major problem for family owned businesses. The planning costs 
associated with this tax are not only a drain on business resources, but also take money away from the 
day-to-day operations and investing In the business. Between 2002 and 2012, the exemption and tax 
rate have changed nine times, which makes it especially hard to plan for family businesses. Next year, 
the rate Is set to increase to 55 percent with only a $1 million exemption. 

While small businesses would no doubt welcome the opportunity to reduce individual income Ux rates 
from their current levels, at a minimum, NFIB members overwhelmingly support permanently exterwJing 
the current 2001 and 2003 tax rates.^^ In addition. NFIB members strongly support repeal of the AMT 


" Small Business Economic Trends. NFIB Research Foundation. Washington. OC. February 2012. 

“ Carroll. Robert and Gerald Prante, Me flow Through Business Sector and Tax Reform: The Economic footprint of 
the flow- Through Sector and the Potential Impact of Tax Reform. April 2011. 

In a 2010 Member Ballot, 89% of NFIB Members supported extending ail the individual tax rates. NfIB Member 
Ballot, vol. 555, November 2010. 
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and estate tax, but if this is not immediately possible, providing a long term solution to protect small 
businesses would be very beneficial to them. 

Address Tax Reform Comprehensively and Do Not Create Disparity between the Corporate Rate and 
Individual Rate 

Pass-through businesses, and the many small businesses that choose a pass-through structure, must be 
Included in any reform of the tax code. The current tax rates for pass-through businesses are similar to 
a C-Corporatlon's. If the rates were to go down for C-Corporations but remain unchanged for pass- 
through businesses, it would put pass-through businesses at a competitive disadvantage. A similar 
outcome would be reached If, as has been proposed in the President's budget for the past 3 years, the 
top marginal tax rates on individuals are allowed to return to pre-2001 levels. At the very least, the tax 
rate paid by pass-through businesses should be the same rate that applies to C-Corporations. 

If a significant disparity between tax rates for C-Corporations and pass-through businesses was enacted, 
this would be particularly harmful to small businesses and might lead them to change the form of their 
business solely for tax reasons. The change in cash outflows resulting from a change in the form of 
business could save one or more Jobs in the business. If the current individual tax rates are allowed to 
rise in 2013, this will cost an even greater number of jobs. I would expect a number of my clients to 
change their legal form solely for that reason even if it costs them in the long run at the time of sale or 
dissolution of their business. Short term decisions win when it comes to cash flow. 

Finally, if Congress pursues a "corporate-only” reform that eliminates deductions and credits for a lower 
corporate rate, many small businesses could end up paying additional taxes without any corresponding 
benefit. A 201 1 study found that, in total, pass-through businesses benefited from 23 percent of the 
approximately $116 billion in annual business tax expenditures.^^ Repeal of these provisions could entail 
substantia) tax increases for pass-through businesses that could negatively impact employment and 
growth in the pass-through sector. The study found that eliminating all businesses tax expenditures 
would increase the income taxes paid by individual owners of pass-through businesses, on average, by 8 
percent or $27 billion annually.^ 

For all these reasons, NFIB strongly recommends that tax reform be pursued comprehensively, 
addressing both individual and corporate taxes. 

Reduce Complexity In the Tax Code 

The typical small business spends annually between 1.7 billion and 1.8 billion hours on tax compliance 
and $18 billion to $19 billion on compliance costs.*^ The result is that 88 percent of small business 


” Carroll. Robert and Gerald Prante, The Flow Through Business Sector and Tax Reform: The Fconomic Footprint of 
the Flow-Through Sector ontf the Potential impocr of Tax Reform. April 2011. 

Ibid. 

Donald Deluca, Scott Silmar, John Guyton, Wu-lang Lee, and John O'Hare, Aggregate Tstimates of Small 
Business Taxpayer Compliance Burden, Proceedings of the 2007 IRS Research Conference. 
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owners now hire a paid tax preparer to complete their returns. Small business owners also spend on 
average $74.24 per hour on the paperwork associated with tax compliance— the highest paperwork 
cost imposed on small business by the federal government. Unlike a larger business, small business 
does not have a finance department or a staff of accountants and lawyers to focus on the nuances and 
changes in the tax laws. Nor does the typical small business have a fulhtime human resources specialist 
to keep up with the tax changes impacting health care and retirement plans. In fact, I function very 
much like a part-time chief financial officer for my clients. 

There are some areas of the tax law that are significantly more complex than necessary. For example, 
the health insurance credit requires a S-page worksheet in a tax return, and you do not know if there is a 
credit available until you have spent the time on the worksheet. Various credits for hiring employees 
have so great a paperwork burden that clients rarely take advantage of any of them; small businesses 
hire employees because they need them, not because of any credits they get from hiring them. And in 
general, most clients are rrot even aware they are getting a number of deductions in the code and 
certainly are not managing their business in a way to generate deductions. 

The complicated and, in many ways unpredictable tax code, places a heavy burden on small business 
owners. In the end this leads to additional costs and takes money away from the day-to-day business 
operations or investing in and expanding their business. The confusing tax code leads to more errors, 
which we believe is the main cause of the so-called "tax gap" amongst small business owners. 

While the Internal Revenue Service (IRS) recently calculated that the tax gap grew between from $345 
billion in 2001 to $450 billion in 2006, it is very important to note that the compliance rate stayed 
virtually unchanged.'^ No one disputes that we should all strive to achieve the highest possible level of 
tax compliance, but the recent repeal of two high-profile provisions intended to reduce the tax gap 
Illustrate the difficulties associated with doing so. 

In 2010, a provision in the Patient Protection and Affordable Care Act would have expanded 1099 
reporting for businesses that purchased more than $600 in goods and services from all other 
businesses.^*^ Before that, in 2005, the Tax increase Prevention and Reconciliation Act created a new 
requirement that federal, state, and local governments withhold 3 percent from payments for goods 
and services.^' Both of these measures were strongly opposed by NFIB and others, and for good reason. 
The burdens that these provisions would have placed on small businesses were much higher than the 
additional income that the IRS would have potentially collected. Fortunately for everyone, these 
provisions were never allowed to go into effect and were repealed in 2011.^ Future efforts to close the 


Tax Complexity and the IRS - NFIB Small Busmen Poll, NFIB Research Foundatton. Washington, DC. Volume 6; 
Issue 6; 2006 

Paperwork and Record Keepirtg - NFIB Small Business Poll, NFIB Research Foundation. Washlngtort, DC. Volume 
3; Issue S; 2003. 

Tax Gap for Tax Year 2006, Internal Revenue Service, U.5. Department of the Treasury, Jan. 6, 2012 
“section 906, P.L 111148 
^‘section 511, P.L 109-222 

** H.R, 674, which repealed the 3 percent withholding requirement became P.L. 112'2S3 on November 21, 2011. 
H.R. 4, which repealed the 1099 reporting requirement became P.L. 112-lS on April 14, 2011. 
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(ax gap by forcing small businesses to be "information collectors" for tbe IRS, or by increasing federal 
withholding, will also be met with stiff resistance. 

The tax gap is a symptom of a tax code that has grown far too complex. Fortunately, by taking concrete 
steps to simplify the code through tax reform. Congress can Increase compliance, while also reducing 
the burdens on small businesses. 

Congress can also look to a few successful reforms to continue to simplify the code For small businesses. 
Section 179 expensing is a good example of simplification and providing the small business with an 
immediate source of capital. Since 2003, Congress has steadily increased the allowable expensing 
amount from $25,000 to $500,000 For tax year 2011. Additionally, Congress expanded Section 179 
expensing to Include real property with the passage of the Small Business Jobs Act.^ With these efforts, 
Congress has provided the majority of small business owners with an immediate deduction for almost 
any Investment they make in their businesses. While increasing the Section 179 deduction over 
$500,000 might not benefit many small businesses, the $125,000 limit (plus indexing) that is in effect for 
2012 should be increased and should include real property. 

Expensing also reduces the complexity of the tax code. Instead of following complicated depreciation 
schedules and keeping the paperwork associated with the investment, the business owner can simply 
claim the deduction In the year the item is purchased. As Congress considers specific issues in the code, 
making the higher Section 179 amounts permanent would go a long way to reducing complexity and 
providing an important tax benefit to small business owners. When considering the stress of my clients 
on the topic of expensing the cost of long-lived assets, making the law permanent and eliminating the 
roller coaster of the maximum deduction would ease their minds considerably. 

Another example of simplification Is allowing the expanded use of cash accounting. Under the current 
law, a taxpayer with less than $5 million in gross receipts is able to use cash accounting rather than 
accrual accounting. The cash accounting method is much easier for small business owners to follow and 
more closely matches the way that a small business owner will keep his books. Allowing any business 
entity with revenues less than $10 million to use cash basis accounting, as long as the cost inventories 
are not deducted until sold, would be a small but important change that would benefit small businesses. 

Do Not Seporofe the Business Owner from the Business 

A small business owner Is inexorably tied to his or her business; no matter what business structure the 
small business owner chooses, you cannot separate the business owner from the business. While this is 
most apparent for businesses structured as pass>through entities, it Is true even in the case of small 
businesses organized as C*Corporations. For many small business C-Corporations, the corporation pays 
down its annual receipts in business expenses and salary, such that the corporation itself has almost no 
tax liability.^ 


” P.L iai-240 

Business Structure - NFIB Small Business Poll. NFIB Research Foundation, Washington. DC, Volume 4; Issue 7; 
2004. 
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Attempts to tax small business or pass-through income and salary income at different tax rates would 
create many new problems for small business owners. It is also counter to the goal of simplifying the tax 
code. The required recordkeeping to determine qualified income and to allocate expenses would 
increase the cost and burden of compliance for small businesses and likely require professional 
accounting services to oversee and handle potential audit inquiries by the IRS and/or state tax 
authorities (for states that conform to the federal tax code). 

Conclusion 

Small businesses truly are the engine of economic growth. This isn't just a slogan, as small businesses 
created two-thirds of the net new jobs over the last decade. Small business owners are risk takers and 
entrepreneurs^ They are the last businesses to lay off employees when business declines and stow to 
rehire when business picks up. The owner works additional hours until they can take it no more. When 
small business hires an employee, it is their intent to keep them on for the long run. 

The current tax code has become a confusing and unpredictable challenge for the vast majority of small 
business owners. Our tax laws should not deter or hinder the ability of small business owners to create 
or expand their businesses. Taxes are a major issue for all small business owners. Tax law can dictate the 
business decision that an owner will make, whether it is the type of structure to adopt or whether to 
make an Investment. 

After decades of patchwork changes to the tax code, Congress needs to make major adjustments to our 
tax laws to reduce complexity and confusion and encourage business growth. I appreciate that the 
Committee on Ways and Means is taking a serious look at reforming the tax code and urge you to keep 
in mind the unique challenges that face small businesses. 
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CORE VALUES 

We believe deeply that: 

Small business is essential to America. 

Free enterprise is essential to the start-up and expansion of small business. 
Small business is threatened by government intervention. 

An informed, educated, concerned, and involved public 
is the ultimate safeguard for small business. 

Members determine the public policy positions of the organization. 

Our employees and members, collectively and individually, determine the success of 
the NFIB's endeavors, and each person has a valued contribution to make. 
Honesty, integrity, and respect for human and spiritual values are important 
in all aspects of life, and are essential to a sustaining work environment. 



The Voice of Small Business. 


1201 F Street, NW, Suite 200 • Washington, DC 20004 ♦ 202-554-9000 

www.NFIB.com 


Chairman CAMP. Thank you, Mr. Martin. 

Mr. Tucker, you have five minutes, and your written statement 
is part of the record. 

STATEMENT OF STEFAN F. TUCKER, PARTNER, VENABLE LLC, 

WASHINGTON, D.C. 

Mr. TUCKER. Chairman Camp, Ranking Member Levin, and 
Members of the Committee, thank you very much for the oppor- 
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tunity to appear before you today to testify in an area to which I 
have devoted my professional career for almost five decades — that 
is, the legal aches and pains that are facing closely-held business 
owners. 

I am the senior tax lawyer at the Venable law firm in Wash- 
ington, D.C. My practice specializes in closely-held businesses, from 
the inception to the end of the business. I have a teaching career; 
I have been teaching at law schools for 42 years, since 1969. I am 
currently an adjunct at the Georgetown University Law Center and 
at the tJniversity of Michigan Law School, and I teach business 
planning at Michigan. 

By the way. Chairman Camp and Ranking Member Levin, I am 
a Michigan native. I was born in Detroit. (Mr. Levin: You may re- 
member the Richton and Dexter intersection in Detroit; that is 
where I lived.) I grew up in Flint, Michigan. I am a graduate of 
Flint Community College, which is now Mott Community College, 
the University of Michigan Business School, and the University of 
Michigan Law School. 

I have absolutely no political agenda today. My purpose is to 
share with you the concerns that, in my experience over the dec- 
ades, closely-held business owners face on a daily basis, and sug- 
gest Federal tax reform that you should consider to address these 
concerns. 

In my experience on an everyday basis, closely-held business 
owners are particularly concerned with four issues: first, growing 
their businesses, specifically capital access and capital formation; 
secondly, protecting their personal assets from business risk; third- 
ly, protecting the business and its personnel from adversity; and 
fourthly, business succession. And in fact. Federal tax policy im- 
pacts on all of these concerns. 

I would suggest that this committee consider four fundamental 
reforms of the tax system that would enable owners of closely-held 
businesses to concentrate on what they do best, which is actually 
running their businesses. And these are: a single-tax regime for all 
electing entities; secondly, an entity-level tax for non-electing enti- 
ties, with dividends paid deduction; thirdly, simplify compensation 
rules; and fourthly, tax rate parity. And everything else is detail. 
Let me amplify. Okay? 

First, on the single-tax regime, I would make this elective inte- 
gration. I would have it apply to any entity, whether a corporation, 
a limited liability company, or a partnership. And I would leave the 
choice of entity to be determined by the business owner based on 
non-tax considerations such as State law issues. Effectively, we 
would have a check-the-box. And this is because many of them are 
concerned about State law concerns, and should not be concerned 
about tax law concerns. 

The guidance for all of these pass-through entities would be the 
partnership rules under subchapter K. And in fact, I would elimi- 
nate subchapter S altogether and, therefore, eliminate all the traps 
under subchapter S of the Internal Revenue Code. 

I believe that anyone who works for the entity and is an owner 
of an interest in the entity, irrespective of the size of the owner- 
ship, should be subject to withholding, FICA and FUTA, and re- 
ceive a W-2 and not a 1099. And of course there would need to be 
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a transition period to move from that taxable corporation into the 
single-tax entity. 

Secondly, on the entity-level tax for non-electing entities with a 
dividends paid deduction, I would let every entity decide not to 
elect affirmatively to be a single-tax entity but to be a taxable enti- 
ty. But I would give them a dividends paid deduction for dividends 
passed through to shareholders, which is effectively what REITs do 
today but with special rules governing REITs. 

It would apply only to dividends paid out of the current year’s 
income. To the extent income is retained, I believe the following 
should occur. If it is retained to acquire assets, tangible assets to 
be used in the trade or business within the United States, I believe 
that they should have a fast write-off on those assets, no more than 
five years or the current useful life, if shorter, thus giving them an 
inducement to grow their business within the U.S., not outside of 
the U.S. 

If the retained income is used to acquire tangible assets in the 
trade or business outside the U.S., let them use the longer current 
useful lives. And if it is later distributed, there would be no divi- 
dends paid deduction, and it would be taxed to the shareholders at 
their level. 

I think there should be simplified compensation rules. I think 
you should not have to worry about reasonable compensation be- 
cause, in a pass-through entity, you would not have that issue. It 
would be a single-tax entity, and in big entity. And, in big double 
tax entities, golden parachutes and the like could be eliminated be- 
cause that should be a shareholders concern, not a tax/IRS concern. 

Finally, there should be tax rate parity. The top rate for corpora- 
tions that are taxed and for pass-through entity owners should be 
exactly the same. You should not have a gaming issue as to where 
you are and come up with deductions that you do not need. 

Thank you very much for your time, and I am glad to answer 
questions at any point. 

[The prepared statement of Mr. Tucker follows:] 
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PROPOSALS FOR TAX REFORM FOR ENTREPRENEURIAL CXOSELY HELD (AND 
OTHER) BUSINESSF^ 

There are four basic concepts that I believe >VDuld reform the Inlcma) Revenue Code for 
entrepreneurial closely held (and in (act all) businesses, thereby enabling business owners to 
concentrate on (i) access to and accretion of capital, (ii) protecting their personal assets from 
business risks, (lii) protecting the business and personnel and (iv) proN’iding tor business 
succession, and not to expend significant dollars and human capital in dealing with the Internal 
Revenue Code: 

A. Single Tax Regime for All Pass-Through Entities 

1 . This would apply to any corporation, lunited liability company, general 
partnership or limited partnership, 

(a) This would leave the choice of entity to be determined by the 
entrepreneur, bused on state law issues. 

(b) Ihere would be a ''chcck-tbe-box'* election available for all 

entities. 

2. This would eliminate traps within the S corporation for the unwary (and 
even the wary) person; 

• Two classes of slock 

• Number of shareholders 

• I'ypes of shareholders 

• Basis and adjusted basis 

• Reconciliation of inside and outside basis 

3. Anyone who works for the entity and is an owner, irrespective of the 
percent of ownership, would be subject to withholding. FICA and FLIT A, and receive a W-'2, not 
a 1099. 

4. The guidance for such pass-through entities would be subchapier IC, 
eliminating the need for subchapter S. 

5 . There would need to be a time period to move to the single tax regime 
without adverse tax consequences. (This would be similar to the end of 19S6 when C 
corporations could elect to become S corporations without adverse lax consequences.) 
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B. Taxable (C) Coqwrattons 

1 . These entities would be taxable at standard corporate income lax rates on 
their income, depending on taxable income. 

2. There would be a dividends paid deduction for dividends passed through 
to their shareholders. This is similar to the current taxation of REtTs, but without the requisite 
distribution requirements. 

3. The dividends paid deduction would apply only to dividends paid out of 
the current year's income. To the extent that any such income is retained, the following would 
occur: 

(a) If the retained income is used to acquire tangible assets used in the 
trade or business within the United States, the cost basis of such tangible assets would be 
dqtreciahle over S years, thus giving an inducement to grow the business within the United 
States. 

(b) I f the retained income is used to acquire tartgible assets used in the 
trade or busirtess outside the Unhed States, the cost basis of such tangible assets would be 
depreciable over dte current established lives under the Code. 

(c) If the retained income is later distributed, there would be no 
dividends paid deduction, and such income would be taxed to the shareholders at their individual 
rates. 

C. Simplify the Compensation Rules 

1 . There would he no reasonable compensation concerns for any pass* 
through entity, ina.smuch as ail taxable income would pass through to the entity owners. 

2. There would be no “golden panicbuie” or similar issues for executives of 
taxable C corporations, leaving concerns about executive compensation in the hands of the 
shareholders, where such concerns shoukl be. 

D. The maximum individual income tux and the maximum corporate income tax 
roles should be put on a par, so that there is no inclination to game one form or the other. 
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. STRUCTURE 


OrgMii/ationai • 
struaure 


A corporation may be 
treated as an S corporation 
only if it u a small business 
corporation 

The corporation must be a 
domestic corporation that: 

\r is not ineligible 
2. does not have more than 
100 SMs 

docs not have any SH 
that is other than an 
individual, estate, 
certain trusts or 
charitable oiganizaiions 

4. does not have any SH 
that is a non'i^dent 
alien; and 

5. does not have more than 
one class of stock (can 
have dilTerences in 


A limited liability company which has 
more than one member is a state law 
entity that is taxed as a partnership 
unless it makes an election odterwise 
Any organizational requirements 
would be imposed under state law. 

For purposes of this chart, 11 is 
assumed that it is taxed as a 
partnership 


Management 

structure 


Management is periodically 
elected by the owners 
State law usually provides 
that the board of directors is 
to govern the olTairs of a 
corporation 


Limited only by the owner's 
imagination (can be managed by 
managers ot members, or both) 

Can have representative management 

in a rnanager-manuged LLC with 

elected managers 

Managers do not have to stand for 

election 

Managers may not have to be natural 
persons 

Muregcr does not have to be a 
member 

Can allocate dincrent hmetions of the 
LLC to dilTercnt managers 
May cause member to become subject 
to self-employment tax 
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S Corporatibii 

LLC 

Scope of 

managerial 

authority 

• Function of state law 

• Function ofstate taw, but manager’s 
authority is generally limited to that 
set forth in the operating agreement 

Formalities / 

opcntioiiai 

requirements 

• New corporation must file S 
election with IRS within 2^a 
months after the earliest of 
the following: (i) the 
corporation has 
shareholders, (ii) acquires 
assets, or (iii) begias doing 
business. 

• Same state law 
requirements as a C 
corporation 

• Must have officers and 
directors 

• Annual meeting ^ically 
required (held at a lime 
designated in the bylaws) - 
this is where shareholders 
vole to hire and fire 
directors and to vote on 
fundamental changes 

• Shareholder votes require 
unanimous written consent 
or a meeting that satisfies 
notice, quorum, and voting 
rcquireiftetus 

• Officers are selected and 
removed by the Directors 

• Director action requires 
unanimous written consent 
or a meeting that satisfies 
notice, quorum, and voting 
requirements 

• Books, records of account, 
and minutes from 
shareholder meetings must 
be kept as part of the 
normal course of business 

• Annual reporting required 

• Few legal requirements 
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LLC 

LimitolioRs on 
types of owners 

• Nonresident aliens and 
entities other than certain 
trusts, estates, and tax- 
exempt shareholders may 
not own interests 

• There are no limitations on who may 
be a member or manager 

Number of owners 

• No more than 100 
shareholders 

• One-ntember LLC allowed, but 
disregarded for Federal tax purposes. 

At least 2 members required to be 
taxed as paitnership 

Classes of 
ownerahlp 

• Limited to one class of 
stock 

• No limit 

Suhsidiaries 

• Wholly-owTMMl corporation 
may elect QSub status 

• ft'lwlly-owned LLC will be 
disreRarded 

• Wltolly-owned LLC will bo 
disregarded 

Governing 

documents 

♦ Articles of Incorporation, 
bylaws, shareholder 
ofcrcemenl 

■ Articles of Organization or Certilicatc 
of Formation and Operating 

Agrecracni or LLC Afireemeni 

Persons cniitied to 
participate in 
ordinary decisions 

• Directors and ofliccrs 

• Members or managers, depending on 
stale law and the operating agreement 

Persons with 
authority to bind 
the organization 

• Oflicers 

• Merobens (member-managed LLC) or 
managers (manager-managed LLC). 
depending on stale law and the 
opiating agreement 

Pennissible 
participation in 
management 

• Shareholders participate in 
management by electing 
directors 

• Membets or managers may participate 
in management, depending on state 
law and the operating agreement 


I ttxaiion of the 

owner 

• Bach .diorehulUer takes into 
account a c£q raig share of 
the S corporation’s itoms of 
income, deduction, loss and 
credit in the shareholder's 
taxable year in which the S 
corporation’s taxable year 
ends 

• The character of any such 
item is deierminod at the 
entity level 

• The detetminatioQ of 

• Single member (disregarded entity) - 
net income from a single member 

LLC would be subject to self- 
employment lax unless one of the 
exceptions to taxation applied 

• Multiple Member - taxed as a 
partnership, and each member takes 
into account the allocated share of the 
LLC's items of income, deduction, 
loss and credit in the member's 
taxable year in which the (J.C's 
taxable year ends 
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Taxaiioo of the 
o^antzuiion 


whether income from the 
discharge of an S 
corporation's debt is 
excluded from a 
shareholder's gross income 
because of insolvency or 
bankruptcy (under Section 
108) is also determined at 
the entity level 
Generally, the shareholders 
are directly taxed on the 
income of a corporation, 
whether distributed to them 
orietained by the 
corporation, and 
distributions arc generally 
not taxed 
Pass through 

Ccnirrally not subject to tax, 
but an S corp. that was a C 
corp. and has C corp. 
eanungs and profits must 
pay tax on excessive 
passive mvesunent income 
and net recognized built-in 
gains 

S corp. must (lie an 
information return - taxable 
income generally computed 
as though the S corp. is an 
individual, but any item that 
may have different tax 
treatment for different 
shareholders must be 
separately stated 


The charocter of any such item is 
determined at the entity level 
However, the determination of 
whether income from the discharge of 
an LLC's debt is excluded from a 
member’s gross income because of 
bankruptcy or insolvency (luider 
Section 108) is determined at the 
member level 

Generally, the members are directly 
taxed on the income of an LLC, 
whether distributed to them or retained 
by the LLC, ond distributions ore 
generally not taxed 


Passthrough 

Single member - disregarded for tax 
purposes 

Any other LLC - subject to 
partnership taxation under Subchapter 
K unless a different classification is 
elected 

LLC must nic an information return 
taxable income generally computed as 
though the LLC is an individual, but 
any item that may have different tax 
treatment for diiTerent members must 
be separately stated 


Ability of owners 
to use losses of 
the organization 


• Loss deductions are limited 
to the shareholder's stock 
basis and loans made by the 
shareholder to the 
corporation 

♦ Losses are deductible by the 
shareholders in proportion 


Single member - owner may use 
tosses to oflsel other inrame, except 
as limited by at-risk rules and passive 
activity rules 

Any other LLC - member may use 
losses of the LLC to offset ot^r 
income os Umiled by basis, at risk 
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taint caused by dealer 
property since the treatment 
of a corporation as an entity 
distinct from its 
shareholders is Ormly 
entrenched in the law 

aggregate of its partners rather than a 
separate entity 

$al« of w) interest 
in the organization 

1 

• Generally slock sales are 
treated as giving rise to 
capital gains and losses 

• Beginning in 20 13, 
generally, a 3.8% Medicare 
investment tax will be 
imposed on the income 
earned on the disposition of 
an interest in an S 
corporation to the extent of 
the net gain that would be 
taken into account by the 
transferor if alt property of 
the entity were sold for Its 
FMV immediately before 
the disposition of such 
interest 

• The sale of an interest in an LLC is 
generally treated os the sale of a 
capita] asset 

• The .sale of withdrawing member's 
interest will create a technical 
termination for the LLC, if 50% or 
more of the interest in the LLC is sold 
within a 1 2-montb period. 

• Beginning in 2013, generally, a 3.8% 
Medicare investment tax will be 
imposed on the income earned on the 
disposition of an interest in an LLC to 
the extent of the net gain that would 
be taken into account by die transferor 
if all property of the entity were sold 
for its FMV immedialcly before the 
disposition of such interest 

Sale of 

subjttsDtiolly all 
assets 

• Gun or loss realized by the 

S corporation will pass 
through to its shareholders. 
Gain will increase a 
shareholder's basis so that 
no gmn should be realized 
with respect to the receipt 
of sale proceeds by the 
shareholder. 

• Potential for two levels of 
tax. if any of the sold 
property is subject to built- 
in gains. 

• Generally, gain is eligible 
for tlie installment method 

• Gain or loss realized by the LLC will 
pass through and be taxed to its 
members. A member's basis in its 
interest is increased by this gain, so 
that the dlsttibution of sales proceeds 
is not subject to a second level of tax. 

• Generally, gain from the sale is 
eligible for the iosiallment method 

Disposition of 
ownership interest 
at a loss 

• May yield ordinary loss 
under Section 1244 

• Generally yields a capital loss 
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Allocations 

• Allocations of income, loss, 
deduction, or credit must be 
pro rata among 
shareholders 

• The profits and losses are 
allocated on a strict per 
share, per day basis 

• Allocations may be made in any 
manner agreed upon by the members, 
so long as the allocations have 
substantial economic effect or arc 
otherwise in accordance with the 
members’ interests in the LLC 

Contributions of 
property 

• A contribution of property 
is taxable to the sbarebol^r 
unless control tests are met 
and liabilities do not exceed 
the adjusted basis of the 
transferred property 
« Receipt of stock for 
scrvicet is taxable as 
compensation 

• Generally tax free, unless “disguised 
sale” or member relieved of debt in 
excess of basis 

• Receipt of membership interest for 
services may be taxable as 
cumpeasaiioD for services rendered or 
may be treated as a ’^profits interest” 
or “promote interest’' uUimalcly 
taxable as capital sain 


Contributed • Unrecognized gain or loss • Built-in gain or loss must bo ullocated 

property with a from vontributOd property is to the contributing member (who has 

built-in gain or shared by (he sbaitboiders the book/tax disparity) 

loss on a per day, per share basis 

Distribulioas of • Must be proportionate to • Need not be proportionate to LLC 

property stock ownership ownership. 

• A distribution of • Generally lax free, unless member is 

appreciated property will relieved of debt in excess of basis in 

generally cause gain to be partnership interest or money received 
recognized at the corporate by membCT is in excess of adjusted 

level (gain is recognized as basis of membership interest or is a 

if the property were sold for “disguisedoale'' 

Its fair market value on the 
date of distribution); such 
gain is shared pro 
among sliarcholders 

• The corporation does not 
recognize any realized loss 
for (tistributions of toss 
property 

• IfanS corporation has no 
earnings and profits (from 
existence as a C Corp), 
amounts received by 
shareholders in distributions 
are tax free to the e.xlcni of 

the shareholder’s basis; 
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amounts received in excess 
of basis arc treated as gain 
from the sale or exchange 
of an asset 


Tax-ftt« 

reorganization 

• Tax-free corporate 
reorganization provisions 



• Tax-free corporate reorganization 
provisions do not apply 

1 C. ESTATE PLANNING 1 

Owner's default 
right to pa>'niem 
on death 

• The death of a shareholder 
does not require the 
corporation to repurchase 
the deceased sbaraholder’s 
shares 

• On the death of a member, tf the 
business of the LLC is continued, the 
legal rqsrescntative of the deceased 
member may have the value of the 
member’s interest at the lime of 
dissociation, or, if later, at the 
expiration of the term 

Basis adjustment 
under Section 754 

• Not applicable 

• tf a 754 election is not made, (he sale 
of an appreciated LLC asset by the 

LLC causes the LLC, and therefore 
successor member (or estate of the 
deceased member), to recognize gain 
on the sale, though the successor 

member or estate has a stepped up 
outside basis in his/her/its LLC 
interests 

• If a 754 election is made, the basis of 
the LLC's assets will be adjusted with 
respect lo the successor member (or 
estate of the deceased member) 
thereby avoiding gain (on the 
difference between the old/deceascd 
member’s basis and the new member’s 
stepped up basis) on the sale of the 

LLC asset 

• The outside basis for the new 
member/estate may be stepped down 
if the value of the asset has fallea 
bclmv its basis; the 754 election would 
thus prevent the new member/csiaie 
from taking a loss on the sale of the 
asset 

Noo'lax reasons 
for entity 
ownership of real 

* Non-voting stock can be 
used to shift ownership 
among femily members 
without shiftina control 

• LLCs (like FLPs) allow the owner to 
control the management of real estate 
and establish a plan for succession, no 
matter who the members are 
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estate 

1 

• Entities, like LLCs, protect the real 
estate fh>m creditor claims that are 
made against any of the members or 
against any other real estate owned by 
a member in a difTerent entity 

Continuity oflife/ 
period of duration 

• A corporation has perpetual 
duration unless limited in 
the Articles of 

Incorporation 

• LLCs typically will have continuity of 
life in that the personal representative 
of the last remaining members may 
elect to continue the LLC 


M. BUSINESS USE OF FLP» AND FLLO 


Real estate owoers use enUUes such as Family Limited Paruicrships C‘FLPs”) and Family 
Limited IJabiUty Companies (“FLLCs") for several reasons, the most imporumt of which are not 
lax related. These entities allow the owner to continue to control the manasemenl of the real 
estate and establish a plan for the succession of that management, no matter who the limited 
partners or members may be. which is imperative, given the specialized nature of real estate 
management and development Furthemtore. the entities protect the real estate from creditor 
claims that are mode against any of the entity’s owners or against any other real estate the 
individual owns, which presumably arc held in separate entities. Finally, these entities provide 
many non*tax estate planning benefits, such as probate avoidance. 


1 . The use of an FLP or FLLC allows older family members to transfer their 
property interests to younger ^ily members while still retaining control over the iranstmed 
assets by acting as (i) the general partner (“GP”) of an FLP (preferably through ownership of a 
.separate limited liability enti^). or (ii) the Manager of an FLLC. 

a. Some older family members may not be ready to hand over control 
of the transferred property to younger family members. 

b. Some younger family members may not be read)' to assume 
control of the transferred prt)perty, either (i) because diey are not old enough or (111 because they 
lack the busiucss kno^vlcdge and skills necessary for managing the transferred property. 

2. The older family members svill still be able to control the assets of the FLP 
or FLLC as the GP or Manager, oea as they continue to imnsfer their inicresis in the FLP or 
FLLC through annual gifi giving. 



1. The use of an FLP or FLLC allows the older family members to restrict 
the younger family members’ ability to sell or transfer his or her interests. 
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Examples ol' these resitictions ore: 


a. Rights of fifstreiusal; 

b. Buy-sell provision; and 


c. Prohibitions on selling ur traosrerring FLP or FLLC inieresis in a 
manner that is disruptive to (ij the entity or (ii) the iamily. 

3. In all events, the entity agreement should provide that the other owners 
and the entity should have the lirst right to purchase the interest. If it is to be sold. 

4 . Older family members can continue to manage the assets while they adopt 
a plan for the succession of CO ownership, (it) management and (lU) control of the assets, 
regardless of who the limited partners or members may be. This is especially important when 
dealing with the specialized nature of real estate management and development. 

C. Protect the Owngs from Liability and Creditors of the Entity . 

I. Owners of FLP and FLLC interests will be protected from the liability or 

creditors of the entity unless: 

a. The owners are personally responsible for the act or omission that 
resulted in the liability; 


b. The owners persontdly guaranteed the debts of the FLP or FLLC; 
or 

c. The owners are liable as owneta or operators under environmental 

taw. 


2. Ihe use of more than one entity to hold ownership interests in real estate 
should be considered for the following reasons: 

a. Claims against an entity's property (such as environmental claims) 
will only extend to the assets held in that entity, to the genial partner's assets (if it's a 
partnership), or, if the general partner is a corporation or other entity, to such entity’s assets. 

b. Accordingly, if assets are held in difTerenl entities, the claims 
against one entity will not ’’taint" the assets in a .separate endty. 

c. As a result of the general partner's liability, consideration should 
be given to using a separate entity general panner for each partnership, since the entity general 
partner's interest in the oth^ paruierships could be reached because of the claims against one 
paitnership’s assets. 


D. Pmeeilhe Assets of the Entity from the Owners' Liability and Creditors , 
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1 . FLPs and FLLCs protect the transferred property from creditor claims that 
arc made against any of the entity's owners or against any other property the individual owns, 
which presumably is held in separate enulies. 

2. FLP and FLLC assets generally cannot be directly attached to saUsfy the 
personal debts of the partners or members. The owners’ creditors are typically Ici^ to the 
following three options: 

a. Charging Order A charging older is the court-Kirdered remedy of a 
creditor If the creditor is unable to force a partner or member to assign his or her inieresL A 
charging order is neither an assignment nor an attachment. It is a court order that directs the 
entity to make any distributioos to the owner's creditors that it otherwise would have made to the 
owner. Und^ many limited liability company statutes, a charging order is (be only remedy a 
creditor poissesscs. 

b. Assignment of partnership or LLC interest to a creditor: This 
occurs when a creditor is able to force an owner to assign his or her interest in tite entity to the 
creditor. The creditor could become a partner or member (and, if a general partner interest or 
Manager interest is so assigned, control the entity) unless the entity's agreement provides 
otherwise. 

c. Power to sell interest' If a creditor can establish that the claim may 
never be paid, a court may consider an ofdor forcing the sale of the debtor’s entity inleresi, 
although such an order is rare since a sole could cause a material adverse disruption to the entity. 
Even if such ati order is obtained, the interest will have little value to an outside party, especially 
since the purchaser will merely become an assignee. 

3. The use of more than one entity to bold ownership interests in real csiait; 
should be considered. 

a. Creating more than one entity and choosing different jurisdictions 
for each entity will make it much more difHcult on the pan of a creditor Co reach all of the assets, 
so that the creditor may decide to attempt to reach the interests in the entities closest to the 
creditor or to seek to reach only certain entities, leaving the rest undisturbed- 

b. A creditor may be more likely to settle with a debtor who owns 
mo« of his or her assets in one or multiple FLPa or FLLC^ in one or multiple jurisdictions. 

c. Howe\'er^ there may be an adverse income tax consequence of 
creating more than one entity and holding diflerent assets in different entities. 

4. Owner’s Flight to Receive "Fair Value" upon Withdrawal or Dissolution. 

a. Notwithstandirtg the right of an owner to receive fair value upon 
liquidation, the ambiguity of the terra "fair value" may well proxide protection against creditors. 
For creditor purposes, the agreement determines what rights the owners have to vrilhdraw and 
liquidate his or her interest, and, further, the value such owner will get for bis or her inleresi 
upon withdrawal 

-II- 
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b. The valuation of the interest to which an owner is entitled is 
binding on creditors as well. As a result, the agreement should address two goals: (i) niaking the 
entity interest as unattractive as possible to a creditor by imposing a method of valuing the 
interest that will result in the lowest value possible, and (u) establishing a value that the hunily 
can olTord to pay when buying the owTter out of the entity. Generally, the basis on which value 
can be determined is either “going concern” value, under wliich the entity is valued as a ongoing 
business with no disruptions, including the element of goodwill, or ‘liquidation” value, which is 
the value the assets would bring if the owners were to sell all of the assets at one time for 
whatever they could obtain, without any element of goodwill. Obviously, valuing the interests 
by using the liquidation value method will result in a lower value. Furthermore, the agreement 
v^l either give the owner a pro rata percent of the entity assets, as valued either on a going 
concern or liquidation basis, or an amount after discounting the pro rata percent of the assets for 
the owner's minority interest in the cniiQ'. Again, the second alternative will result in a lower 
value for both creditor attachment purposes (thereby forcing the creditor to look elsewhere for 
repa>'roenl) and family repurchase purposes. 

c. The disadvantage of these valuation alternatives is that they cannot 
be used only for creditor protection purposes if they are to withstand court scrutiny. As a result, 
there may be reasons that o owner wants to withdraw that have nothing to do with 6nanda] 
issues, but the entity must (in (he absence of new negotiations) pay the owner this lower value, 
thereby forcing the owner to remain in the entity so that he or she may recoup his or her 
invcslmcnl. 

5. Convert Real Property to Personalty. 

a. Being able to change the situs of personal property can also have 
creditor and lax advantages, although it is recommended that there be some tics to the 
jurisdiction selected so that the choice of jurisdiction is not perceived as shopping for the most 
favorable situs for creditor, probate or tax purposes. 

b. As a result, it is possible to change the situs of real property by 
placing it into a partnership and moving the situs to a more favorable jurisdiction for probate (at 
least to the extent of moving the situs from the location of real estate fo the decedent’s domicile), 
.state uansfer lax and creditor purposes. 

1. The use of FLPs and PLLCs ollow families to negotiate \wtheach other to 
determine a means of managing the property without in(ra*foraily litigation. If the family 
members are beyond negotiation, then the emit)’ agreement allows the parent.v'oldcr generation a 
means of imposing a astern of management on foturc owners. 

2. The Partnership Agreement of an FLP or the Operating Agreement of an 
FLLC will typically include a provision requiring that arbitration will be us^ to settle fomily 
disputes over the entity's assets. 


nCSUQMI$fl 
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3. 1'ransfemng property to a mist would not provide for lack of control and 
lack of marketability discounts. 

4. Trustees are held to a much higher standard (prudent person) than a GP in 
an FLP or a Manager in an FLLC. 


-14- 
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Chairman CAMP. Well, thank you, Mr. Tucker. And I think your 
personal background might even trump Dr. Kwall’s. 

Dr. Kwall, you are now recognized for five minutes. 
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STATEMENT OF JEFFREY L. KWALL, KATHLEEN AND BER- 
NARD BEAZLEY PROFESSOR OF LAW, LOYOLA UNIVERSITY 

SCHOOL OF LAW, CHICAGO, ILLINOIS 

Mr. KWALL. Chairman Camp, Ranking Member Levin, and dis- 
tinguished Members of the Committee, thank you for inviting me 
to testify at this hearing. I would like to make a couple of sugges- 
tions today, with a goal of trying to reduce the extent to which the 
tax law distorts business decisions, and to simplify the law. 

As you are aware, there are three principal closely-held business 
entities, corporations, partnerships, and limited liability companies. 
In addition, there are three alternative tax regimes that these en- 
terprises can select from — two pass-through regimes, subchapter S, 
the S regime, and subchapter K, sometimes known as the partner- 
ship regime. I am going to call it the K regime. 

And pass-through entity treatment, of course, means that the 
business does not pay tax. Instead, the income of the business is 
allocated among the individual owners. Each owner reports his or 
her share and pays tax at his or her marginal rate. 

In addition to the two pass-through regimes, we also have a sep- 
arate entity regime, the C corporation regime, that publicly traded 
companies are taxed under. But in addition, closely-held enter- 
prises can also elect that regime, whereby there is a corporate-level 
tax, an entity-level tax on the business when it earns its income, 
and then a second tax on the owners of the business when profits 
are distributed. 

I want to focus on the two pass-through systems, the S regime 
and the K regime. They both impose a single owner-level tax, but 
accessibility and the operation of the two systems are very dif- 
ferent. 

The S regime is a very restrictive regime. It only accommodates 
businesses where the owners agree to share economic profits con- 
sistently. In other words, each ownership interest has to have iden- 
tical economic rights, meaning identical rights to distributions as 
well as liquidation proceeds. As a consequence, it is relatively easy 
to allocate the income of an S corporation among the owners. It is 
just a straight proportionate allocation. Everybody picks up their 
percentage share. 

By contrast, the K regime, the partnership regime, accommo- 
dates any economic arrangement regardless of what the owners 
agree to. The owners can agree to splice and dice profits and losses 
however they want to do it. As a consequence, the K regime im- 
poses on the tax law the burden of unraveling the economic ar- 
rangement of the owners to figure out what the proper tax report- 
ing should be. That is difficult, if not impossible, because the part- 
nership does not distribute its profits each year. You have got to 
be guessing in terms of how those profits would get distributed 
based on difficult agreements. 

The tax rules attempting to ensure that the tax reporting 
matches the economic arrangement are complex and difficult to 
comply with. So by virtue of this situation, my proposal is that 
rather than having two pass-through systems, the tax law should 
have a sing:le pass-through regime that applies to what I call sim- 
ple enterprises, and a single entity-level tax, imposed on complex 
enterprises. 
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Now, ideally, all business income should be allocated among the 
owners and taxed at each owner’s individual marginal tax rate. 
That ideal can be accomplished for simple enterprises, meaning a 
business entity with one class of ownership interests, regardless of 
whether that entity is a partnership, a corporation, or a limited li- 
ability company. 

In the case of a simple enterprise, all you have to do is allocate 
the income and deductions proportionally among the owners unless 
the owners elect out; I would allow them to elect out of that sys- 
tem. And you would implement that system by simply refining the 
existing S corporation regime, which works reasonably well and 
has a long history. 

The ideal of taxing the income to the owners, though, cannot be 
accomplished for complex enterprises, meaning any business entity 
with more than one class of ownership interests, regardless, again, 
of whether the entity is a corporation, a partnership, or a limited 
liability company. 

In the case of a complex enterprise, my suggestion is that you 
tax the income to the entity when it is earned. If you tax the enti- 
ty, then the tax law does not have to be concerned with how the 
owners are going to split up the profits and losses. And you can im- 
plement that by creating an entity-level tax and effectively elimi- 
nating the partnership regime. 

So in conclusion, I would suggest replacing the current system of 
three elective alternative regimes with a pass-through system for 
simple enterprises and an entity-level tax on complex enterprises 
because I believe that would both reduce the impact of the tax law 
on the choice of business form decision — it would make it purely a 
business decision — and simplify the law. 

Thank you for inviting me to participate in this hearing. I wel- 
come your questions. 

[The prepared statement of Mr. Kwall follows:] 
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Statemeot of .Icffrv> L. KhoII 

Katbl^eu and Bt-Tiiard Bea/lev Profexxor of Law 

Lo>’ola I'nivcrMly Cblcaso Scliuol of i.aw 

Before Ifac United Siatct llou«v C'nmroiitce on Ways and Means 
Taji Reform and C'losel> Held Business Kntities 

Marcli7.20l2 

Chturmao Camp. Ranking Member Levtn, ami distinguished nionibcrs of (he C'omnuttec. 
thank you for inviling me to testify at this heuring. 

11ic incontc taxation of closclydicld business entities is clearly in need of reftxin. Hie 
principal closcly^beld hUMaess forms are corpitrations, partnerships, and limited lial>ility 
compaiucs.^ L’mlcr current Uw, these enterprises may be tax«J under one of three alternative 
regimes. 

Most closcly-hdd business entities ore taxed as ‘pass-through" entities As sucli, the 
income of the entity is taxed once, dirccUy to the owners w ith each ONvncr rvporling Ins or her 
share of the entity’s income. No further taxi is generotly imposed when Ujc entity disiribuies its 
proGts. Pass-through enUty treatmetu is cunferred by two allentaiivc regimes (“Subchapter S" 
and ’’Subchapter K") The Subchapta S regime is potentially available to ah business forms, 
prm’idcd its eligibility requirements are saiistied. By contrast, only iintncoq>oraled enterprises 
can access the Subchaplcr K regime. 

Other closely-held business entities are not taxed ns pass-through eniiUes. Rather, these 
untitics arc taxed like publicly-traded companies under ihc "Subchoptcr C'" regime. As such, 
their income is subject to both an entity-level lax when it is earned add itn owner-level tax when 
profits are distributed. Under current law, the Subchapier C regime gctierally imposes 
di^roportionatcly high lax costs and is therelbrc not desired by closcly-helU entities. As 
explained below, most of the cloM)ly-hcld hosinesses that use this regime are eitihff trapped in it 
or endeavonng to exploit its rate stmclure. 

The existence of three uliemalive regimes, each with different lax elTccts, caitsca business 
owners to be unduly influenced by (ax considerHiions when deciding how to orgaiuxe and 
operate a hu.<iines.s. This results in utiraimcs.s, mefllcicncy and complexity. 1 have previously 
written at Icngih on how these effects might be ameliorated^ and would like to focus on bur 
recommendations lodoy: 


^ Tn* majo'itv oi vnali buUnesves are sole propneTorships which are net business entities 
*JcftrevL kwall, "TmmgPtivatt^nitnt^selntivt hitwMUtrnnium,'' 51 Ta* uwyifZZS (1998) 
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1. Tbe inaoiier ia which rlo»l) *hcld busineM entities arc taxed should depend on 
the complexity of the business »rran{;enient, not Ibe IcshI form of the business. 

2. A single, owner^uvcl tax should be imposed on the income of ‘'simple*' closcl.V' 
held businesses under a pass-through system resembling current law's regime.'* 

3. A single, cnii/v-ZeiW tax should be ini|>ose<i on the Income of “complex" closely- 
held businesses to relieve the tax law of tbe burden of allocating the income of a 
“complex" entity among its ow'ners. This entity-level tax would replace current 
law's “K regime.” 

4. Closely-held businesses should be excluded from current law's, double-tax 
regime.” 

Backafound 

HUtorically, corporations and partnerships wete tbe principni forais in wiiich businesses, 
otlier than .xole proprietorships, were cendboted. Corpoiatitms have long been treated as scparaic 
legal vfiliiies under .<1016 law and as separate ta^^payiog entities under federal law. By conuost 
partnerships were hiRlorically small, informai arrangements regardod as menr exnensions of their 
owners, and accordingly, partnership income wa^ taxed directly to the partners. Uitle overlap 
existed beiwecn the types of businesses (luti orgBni/.ed aa (.xirpnrationa or parlnerahi|H. from a 
stale law standpoint, however, a major factor di^tinguisKed cotporaiions from panticrships. ’fhe 
liability of corporate shareholders was llmilcd to Ihcir investment in the corporation. By contrast, 
partners tiad unlimited liability fbr claims ugain.<»i the partnership^ 

Both large .ind small corporalions were subject to tlic C regime dvough ihc tirsi Imtfof 
the bventicth coatury. The C regime has alw’ays been highly controversial because of its double 
taxation feature. CominenlaCorN liave long called for Ihc corporate lax and die shareholder lax to 
be integrated so that tlic C ragime imposes the same lax burdens as the single indix'iduaJ tax 
imposcfl on pa.<$-through entities.'' Integration, however, has ycl to be adopted, und it appears 
the C regime in its ounenl form will continue lo govern almost all publicly-traded enliUcs. 

During the 195(K the pass-thmugh alternatives to fhe C regime advanced dramatically. 
Pnorto 1 954. parlncnihips and panoers had been taxed under rudimentary rules. Aspanofthc 
1954 Imcmul Revenut; Code, a detailed pass-tiuougli system was enacted for pjrtnetsJnps in the 

^ Limited partnerships, however, conferred I'mited irability on all (unners eitceut for nt lea^t one partnet with 
unlimited liMilitv- 

* See, e B-> Mich Ml j. Graetz & Alvin C Warren, eds., iNnoRrinoN or thi 0.5. CoaKiMAfi and Mioividum imco*^i 

TAOS The T ftEAMirr otaAATMtNr and aauaican law iNsmurf Reporis (i99ft) 
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lonn of the K. regime. Access to ibc K rogimo ^ as broadly grained provided (he enterprise had 
at least tVi'o oN^Dcrs and was not incoq>onited. Implicitly, it appeared (hat unlimited liability for 
at least one oxvncr was the price imposed to gain access to the K. regime, Beyond thau however, 
the partnership regime accommodated virtually any business arrangement regardless of its level 
of complexiC)'. For the tax reporting of partnership income and loss to be respected, it had 10 be 
conaisteni with the economic arrangctnenl of the partners. Because moat partnerships uivoivcd 
relatively simple arrangements at this lime, the flexibility of the system did not pose major 
difltcli|1ie>. 

In 195$. the S regime was enacted as a pass-through altemalive for closely-held 
corporations. Unlike the K regime, tlic b regime was extremely rennetive. Originally, a 
corporation could have no more tlian 10 sliartholders to be eligible for the S re^mo.’ More 
signiflcantly. tlic S regime was only accessible to a cotporation that issued a single class of stock, 
i.c., all shares of slock i&sued by the corporation were required to confer identical economic 
ri^ts on the owner. This rcstriciioa dramatically simplified the opcratiim of (he S regime by 
necessiuiting a straightforward pi^ortionaic allocation of all corporate income and loss among 
the shareholders of the enterpnse. Corporate shareholders who opted to use multiple classes of 
stock wore relegated to the double taxation of the C regime. 

Tile passage of time took a toll on this ^teni. U'nld the latter pan of the 20"* century, 
limited pressures were impo.ved on the boundancs of the 5 and K regimes During this period, 
the C regime, notw ilhstanding its double taxation, was die regime of choice. At this iinie. (he 
corporate tax was a relatively low ta.\ and (lie much higher ^reholder tax was not imposed until 
dividends were paid. I lencc. the second and more costly tax under tlte C regime could often be 
deferred or avoided. As a result, profilahlu closely-held enterprises normally aspired to the C 
regime. Thus, the S regime was not heavily ulilixed at Ihia time. 

Beginning in the 1 9()0s. lax shelter activity look otT and the K regime was unbred m a 
more aggressive fashion. The flexible loss allocution rules of the K regfroe were exploited by 
pannen who disproportionately allocated deductions to investors desiring to shelter income from 
la.xcs. yMlhougl) voluminous complex regulations governing income and loss allocations were 
proraulgulcd (o deter this conduct, it has proven extremely difficult to devise a systeor that 
ensures proper tax reporting when partners enter into complex allocation amingcntcnti 

flven greater pres{iure.s were imposed on both the b and K regimes when, in die 1 98Us, 
individual lax rates were dramatically reduced. As a result of these individual rate reductions, 
corporate ux ral&s exceeded individual rates for the first time ever. This relationship created 
undue pressure to avoid and escape fojm the C regime. Closely-held corporations flocked to (be 
S regime and the number of cnierprtscK operuiing under that regime has exploded in the past few 


^ The shareholder limit has since t>een Increased to 100 shareholders. 
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decades, fn uddilion. the K regime that had been serv ing as the bastion of tax slieller activity 
was now besieged by pntfitabic cntciphscs hoping to escape the higher corporate lax. Congress 
quickly probihited publicly-traded enterprises iron] utilizing the K regime'^ but did nothing to 
stauiicli tile exodus by proHiablc doscly-held enterprises. 

In a burst ofiiclivily during the late 20''* century, stale legislatures created a mynnd of 
new business forms that conferred limited liability on all owners of the cutcrprisc, mosi notably 
the Itmjtcd liability company Within a short period of time, all titty states enacted limited 
liability Company legisiaiion- As a resulu business owners no longer needed to mcorporeie to 
achieve bmited iiahility. Hence, the histone connections between the C regime and limited 
liability, and the K regime and unlimited liability bad disappeared. Aa such, regulabons were 
promulgated in the late l9<J0's to allow eligible unincorpontted enterprises to access the **C‘ and 
“S" regimes by deeding such ircalmunt. EITons to permit incorporated enterprises to elect access 
to the “K” regime, howevof. have been rebuffed to daic."^ 

As a result of all tJtesc developrocnis. a hodge podge of tax alternatives for cloBcly>hcld 
entities now exists. Consequently, tax considerations signilicantly influence the choice of 
business form decision This leads to imihimess. inefficiency aud complexity dial could be 
mitigated with a series of incrumcntal stepa that are discussed below 

1. The nuinaer in wbicb closely-hcld basUiess eutilies are taxed should de|Hfiid on 

the complexity of the business arrangement* not the legal furm of the business. 

Historically, occcss to the dilTerent tax regimes dqscndcd on the legal form of the 
business Corporations iitnized the “C* mid ”S^ regimes ami partnerships utilized the *‘K” 
regime. Limited liability was the original hallmaik of this dislinclion. With the advent of the 
limited liability company, an umneorponned enterprise that beslowa tuntied liability on all of its 
owners, it makes no sense to allow the legal form of the business to impact the lax regime iliat 
governs that business. The Treasury's decision to allow unincorporatoJ busines.s entities access 
10 the **0" and ‘'S*' regimes recognizes this reality. However, incorponilod enterprises remain 
legislatively blocked tiorn accessing the “K" regime. Thai block cannot be juslUiod, and if the 
status quo 1$ maintained, it would be sensible for Congress to allow c]osely*held corporations 
elective access to the "K’' regime.* 

The different legal fornts in which a business miglu he conducted no longer create a tfcod 
for multiple tax regimes. It nevertheless remains unlikely that a single lax regime could he 


* Lit.C § 7704 (relce<Uing most nort-corponte pubMdy traOed «nntles lo the C regime). 

^ See, e.g., H.R. 41^7, 108*^ Cong. (2004) (permHiint certain non puOllcly cotporvtions to eteci to be taxeU 
as pertnmhips under Subchepter X) 

' The need for this change would be elimmated if an entity*!^' fsx is impoied on coiripicK dosefy-heid enUiitts 
(recommwndaUon 3, belcwK because in that event, {he K regime will r>o longer exist. 

A 



designed to acconiniodate the endless variety of economic airangcmcnis that the o\Miers of 
closely-held entities might use. These arrangcmenis range (him a straight ferrward proportionate 
sharing of prolits and losses to con^licatcd special allocations of individual items of profits and 
losses. Rather, two tax regunes should be applied to closcly-held business entities: one priitiar)' 
regime that governs the 'Nlmple” entity, and an aitemative default regime that govern.? the 
“eyinplex’' entity,’ 

2. A single, owoer-lcvel tax should be imposed on the income of '^simple** closely* 

held businesses under a pass-through system resembling current taw's '‘S regime,’* 

An equitable income tax imposes equal bimlens on similarly simnlcd individuals, lienee, 
an equitable inconid tax should cause llie income of any business, regardless of legal form, to be 
taxed directly to the individual owners of Uic business witli each owner rqiorting bis m her share 
on the owner's personal lax return. This treatment would cause tire income attributable to each 
owner to be taxed at the individual maiginid lax rate of the owner. It would create a level 
playing field and minimr/.e iho mOuence of the tax law on the choice of the form in w hich to 
comJuol a business. 

Unfortunately, it is not practical m'tax all business income to the owners of the enterprise. 
In the case of publicly traded enterprises where many different classes of stock miglil be issued 
and where stock is changing hands every second, it would be virtually impossible to allocate the 
income of the business directly to the owners of the enterprise. As will be explained in greater 
detail below, wen in a non-publicly traded enterprise, wdierc die ow*ners enter into an economic 
arrangetmnu that creates ownership interests with differing economic rights, the process of 
allocating the enterprise's inoome among the owners is cxirbmely difrieult. However, when an 
enterprise issues a single class of ownership interests and each share confers identical economic 
rights, the process of allocating the enterprise’s itKome among the owners is relatively 
strai ghi fiirward . 

Hence, a somewhat modified t’ersion of the S regime should sers'e os the normal regime 
for ail ctostflv-hcld business entities tital issue a single class of ownership iniere^, regardless of 
whether the business is conducted by a corporation, parmmbip or Hroilcd liability company." 


* Otner commentators have advocated a stmilat dichotomy See. George K V»n. 'The Fvtvte 0 / Prjvo^ip 
BtalMii nmu,* 4 Florida Tax Review 141 <1999), Lawrence LoMcen, 'TawrUnn of Private Buuneti ftrms: imagine 0 
futuK Without Sudehoprer X'/4 Florida Tax Review 349 (1999). For a recent compilation of the commentary on 
this subtcct, see Martin A. Sullivan. “Business Tax Reform bom the Bottom Up.* 133 Tax flora 363 (20111 
*^TTansters ot ownershio interests during the year create aomecomptexlty but mechanisms exist to deal with 
these situations Scel.n.C.il377(aM3). 

** Owrters of vmple businesses should be permitted to ctaci out of the modified S ren'h've and Instead be subiect to 
the entitV'ievol tax Imposed on complex busmessex discussed below. This Heetton mifiht bo made if the business 
needs toreinvosrati profits and canrwt make cash distributions to owners who would not otherwise have the 
liquidity to pay an owner-level tax. 
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The S regime should be expanded be>’ond its current Umils to the extent that doing so does not 
undermine the simplicity with which the regime can he administered or jeopardize lax 
collection.'* The S regime is extremely popular*' and works well.*'' li is desirable to build on 
dial success by applying a modified S rcjpme to all closely-held enterprises with simple 
owntmihip arrangement. 

3. A single, entity-level tax sbonld be imposed on the income of “complex*' closeK- 
hrld businesses to relieve the tax law of the burden of anocalitig the income of a 
‘‘cAOHdex** eutitv among Its owners. This entltv-lcvcl tax would replace current 
law’* “K regime.” 

Ideally, all doscly-hcld business entities would be subject to a single owmer-level tax. 
Itnfortunatcly. the history of the K regime has shown that devising a s)-stem to ensure that 
income and losses are properly allocated anioog owners who utiliM multiple clas^ies of 
ownership interests is extremely difticuit, if not impossible. Some commentators believe that the 
K regime can be reformed to acdoroplish this goal*' Even if such a system could be devised, it 
would be extremely complex and undoubtedly difficult to administer. 

The formidable nature of the problem is readily apparent. Clearly, the owners of an 
enterprise should be allowed to reach whalofcroconomic airangcmcni they desire, regardless of 
how complex or convoluted the arrangement might be. Just as clearly, the mcomc of such an 
enterprise must be taxed at the lime it is earned just like the income of any other onterprisv. 

I lence. if an owner-level lax is to be imposed, the tax Uw. is burdened with tlic task of unraveling 
the economic arrangemcni to determine how much of the proGt or loss is attributable to each of 
the owners. The law ciuinol wail imtil the profits are actuany distributed and follow where they 
go because they fi^uenlly will not be distributed in the N'car they are earned. 

The tax law should not be burdened with the task of unraveling complex economic 
arrangements. Even if it were capable of doing so. it is unlikely the resulting system would be 
admmistrablc. This can be seen Irora the currenl operation of the *'K'' regime. Cautious 
laxpoycrs aircmptiog u» comply are faced with immense burdens. Aggressive taxpayers can 
ubli/:c the complexity of these rules as an excuse for non-compliance. 


“ Far example, the iuuence ot preferred owrvershlp inieresu that closely resemble debt shputd rtot bar an 
enterprise from access to the sirnple feslme- On the other hand, a U.S. enterprise with foreign owners outside the 
U.S. laxjrigjurtsdkUon should Pe taxed nt the enttly level, rather thart the ownei level 
“ In 2010, roughly « « million enterprises reported under Uw S regime. 3.4 mWiior* reported under the K regime, 
and 2 mitltorr reported under the C regime. iMrowM RevENue SowKf.STATsncs of ittcoMt Outimn )6iS Table 22 
iSprlng 20tl|. 

** The current S rtrgrme It not wlthodi its flaws. For example eraptoyee-owners df an S Corporatkm sometimes 
carruhiflage comperssation for services aa a dtsCTibuUon of prwrousty laved profits to avoid ilabtilty lor Social 
Security and Medicare payroll taxes. Vanous proposals have been made to addrr^s ints problem 
See. eg, Vi*r, iupra note 9. 


6 



55 


The best soluuoa U> the problems of impeding aii owner-level ux on Die “complex** 
ciosely-held enterprise i$. insteail, to impose it single, entity-level lax on the income of the 
eniorpriseJ* Wlwn ihe eniity-levcl ux applies, the owners would not be taxed directly on the 
iiuxmte of the business. Ihe entity-level rax would be a relatively bimplc way of ensuring that all 
income of the enterprise is (axed when it is earned. This system also allows the owners of the 
enterprise to use as complicated an economic arrangenicnl as they like. 

Not surprisingly, an cntily-levcl lax like the one proposed will present a variety of 
operational tames- Tor example, the entity-level uu siioiiUI probably be imposed at the 
maximum indtvidiuil lax rale. Otherwise, the tax law would create an incentive for owners 
ulilir.ing simple vcooonhe arrangemenB to gravtiale to the entity-level m regime and thereby 
avoid the higher individual tax rales imposed on a .simple enterprise governed by the modified “S" 
a’gitne. Imposing an entity level tax at the highest inditndusl margimil rate might be seen as 
unfair to the otvners of a complfix entity who are not subject to tlic highest marginal tax rate. 
However, the entity-level lax is clparly a dct'ault regime it applies when the oiviiets choose a 
more complex economic arrangemenL'^ Ax such, any additional lax burden resulting from an 
entity-level tax would represent a pfittHctiible cost imposed on those owners opting to utilize a 
oomple.x economic arraiigcment 

4. Closely-held businesses should be excluded from current law's, double-lax “C 

regime.** 

If Recommondations 2 ami 3 are accepted. Recommendation 4 will auionuilically result 
Pursuant to Rts;ommcndalion 2. ‘ siniple" closely-held entities will be governed by a modified “S" 
roginic. Piusuant to Recommendation 3, “complex’* closely-held entities will be governed hy the 
default regime which impose.^ a single, entity-level tax on the income ofcomplcx ciiujqrrises. 

As a result, no closely-held business would be gON cmed by the regime. 

Even if Recommendations 2 and 3 are not accepted, the C regime slwuld pt> longer be 
offered as an option to any closely-held entity. Most new businesses will rouiihely avoid ilic C 
regime in light of the current corporate and individual rate structure, and die fact dial corporate 
capital gains are not taxed at a lower late tlicm other corporate income. I’tiJixing the C regime 
olTeclively locks in a 34% or 35% corporate tax on die sale of a successful business, in uddUion 
to a 15% shareholder capital gams tax. By contrast, the sale of a similarly situated pass-through 


“Sb«, e-R-. UJkkeo, mpta note9 (tavonni an eotUy level raiton compie* ifnierortee«l. but we Via note 9 
Ifavodng an owrtr level tax on these businesses) 

’ ’ The eoiitv-ia» reRime «oal<} also apoly if a slipoie emity deaed vucO treaimeni. Sec sttpra. fn 11. 

** Additional rules would be needed to ensure that a U.S. tax could be collected from U.S. owned, foreign 
enterprises 
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entity geaonOIy results in it single. 1 5% capita) gams lax. Hius, new business owncH 
anticipating great success will ncii nonnally choose Ute C regime. 

The closely-held businesses that currently ulili/e the C regime fall primarily into one of 
two categories. Pirst. some closcly-held corporations are not eligible for S regime status. 
Morcovei , they cannot access the K ivgintc because of their sfaius as corporations. If they 
dismcnrpontied. the same high tax costs resulting from a sale oflltc business would occur; 
namely, a 34% or 3S% coiporote tax and a 15% shareholder tax. Hence, these businesses arc 
trapped ill the C regime. 

Other oio 9 ely-held businesses use the C regunc to exploit the lower nuirginal tax rates 
that apply to the first S75.0(X) of corporate income. Specifically, the firet S50,00h of corporate 
income is taxed at a 15% rale and the next $25,000 of coiponttc income is taxed at » 25% me. 

By contrast, business ownem are taxed al a maximum individual rate of 33% in 2012. I'Kits. 
owners expecting their businCM to generate a low level of income might be inducerl to 
iocotporate the businc^ to reduce the immetliate ux otherwise imposed on that income. This 
practice would ccasc if closviy-held eAtcrpnsc« were denied access to the C regime.’* 

Ulitninating the C regime as an optiop for cioscly-held bu.sine.ss<is would help lex cl the 
playing field and thereby advance taimess and efficiency. It would also allmv for significant 
simpUCcaiioii” 

C*onclu.sion 

The impact of the three altemutive tax regimes that appl> to closcly-hcld business entities 
is largely the resruh of random historical dcvelopnicuis- Afi such, tljc current system often 
distorts business decisions and creates needless complexity. 

Quite clearly, a pass- through regime tor all closcly-held enterprises would be the ideal, 
hi light of recent dex elopments. the time is ripe for cstablrshing this result where SMch a system 
can be effectively administered. Specifically, the tneome of any closcly-hcld enterprise, 
regardless of its fiirm, slioiild be taxed directly to the owncra of the enicrprisv when the 
economic relationship among the oxvners accommodates this result. As such, all “simple^ 
enterprises, enterprises where all ownership interests confer identical economic rigltts. should be 
taxed under a pass-through system A single owner-level lax would be assessed againxl Uic 
income at the time it is earned, and each owrver’s share would be taxed at his or her own 
marginal rate. 

** Thtf practice could also be stepped by simpty taxing all corporate ifioure at a flat, suigie rate See Jeffrey 1. 
Kwatl. "T*tt Repeat of Corporate Cradooted Tax Rates." 131 Tax Noict 13^ 12011), 

* For example. If closety-heW entities couW not operate under the X" renime. tire corporate perraity taies could 
be repealed Seei.R.C. HS31-537. S41'S47. Also, tnereoempuon rules could be sunplttied. See I.R.C. § 302 
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Wilh ro^ard to those closcly*hcld catcrpnscsj with tnullipIeH: lasses of ownership interests, 
the pass-ihrough entity approach should be abandoned. Instead of forcing the tax law lu sort out 
the economic relations among llte owners, a single, entity-level tax should be imposed. So 
further lax would normally be tmitosed at the owner level when distribuiioivs arc made 
Although tlic entity-level lax might be imposed at a higher rate than some mvners would pay if 
they were taxixl directly on the entity's income, the difference constitutes a predictable cost of a 
contple.x economic arrangcnicnl. 

Repfaciog the current s>stcm of three elective alternative regimes with a general .system 
for Mijipic cnteq»rises and a default »>’stcm lor complex enterprises would advance lax fajme.ss. 
eHiciency and siitipUcity.*' S’ow is an ideal lime for Congress to improve the system. 

Ihank you for inviting me to participate in this bearing. I welcome your questions 


^ Transition IMUK muM be aodressed, but they do not tmurmounlablc 
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Chairman CAMP. Well, thank you very much. Appreciate your 
testimony. 

Mr. Nichols, you are recognized for five minutes. 

STATEMENT OF THOMAS J. NICHOLS, MEISSNER TIERNEY 
FISHER & NICHOLS S.C., MILWAUKEE, WISCONSIN 

Mr. NICHOLS. Thank you. Chairman Camp, Ranking Member 
Levin, Members of the Committee, thank you very much for the op- 
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portunity to testify today on the important topic of the treatment 
of closely-held businesses in the context of tax reform. My testi- 
mony today reflects the views that I have developed over 30 years 
as a tax professional, working with closely-held business entities, 
as well as my role as an advisor to the S Corporation Association. 

When I first started practicing law in 1979, the top individual 
tax rate was 70 percent and the top income tax rates for C corpora- 
tions was only 46 percent. This rate differential provided a tremen- 
dous incentive for successful business owners to elect C corporation 
status. The devil’s bargain was that those lower taxed earnings 
were supposed to be taxed again when distributed out to the share- 
holders, resulting in an aggregate cumulative tax burden of 84 per- 
cent. 

This tax dynamic set up a cat-and-mouse game between the IRS 
and taxpayers, whereby shareholders sought to pull money out of 
their corporations in transactions that avoided the ordinary income 
tax rates, or to accumulate wealth inside corporations and indefi- 
nitely delay the second layer of tax. This is described in more detail 
in my written comments. The only winner in this struggle was the 
tax lawyers. 

The bipartisan Tax Reform Act of 1986 changed all this. It al- 
tered the relative C corporation and individual rates so that busi- 
nesses were no longer forced into C corporation double-tax status. 

This allowed most closely-held business owners to migrate into 
the more rational single-tax pass-through system, which eliminated 
the need for all of that gaming that I described. This system has 
worked well for businesses and the country in the intervening 
years, and retaining these benefits will be critical to the success of 
any future tax reform efforts. 

Unfortunately, this favorable relative rate structure is now at 
risk. Right now, the top rate for C corporation and S corporation 
retained earnings is 35 percent. However, unless there is a change 
in the law, as shown in chart 4 in my materials, the top rate for 
pass-throughs will rise to nearly 45 percent next year for partner- 
ships and S corporations in certain circumstances, while the top 
rate on C corporations will remain the same. There are also pro- 
posals for a C corporation-only tax rate reduction, which would 
make the wedge between C corporations and pass-through busi- 
nesses even larger. 

Instead, I believe that Congress should build on the reforms 
started in 1986, including continuing to move businesses toward a 
single-tax system, keeping the top rates for corporate, pass-through 
and individual income the same, and implementing tax reform on 
a basis that is comprehensive and not piecemeal. 

Focusing merely on the headline C corporation marginal rate and 
broadening the tax base for all businesses unavoidably increases 
the tax burden for closely-held pass-through entities. Since pass- 
through business owners employ over half the workforce in this 
country, lowering the marginal rate for all businesses should be the 
goal of comprehensive tax reform. 

In light of that, it would be appropriate to facilitate the contin- 
ued transition away from the C corporation double-tax system for 
as many entities as possible, including maintaining the holding pe- 
riod for the built-in gains tax at five years, as proposed in H.R. 
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1478, introduced by Representatives Reichert and Kind, and sev- 
eral other proposals that are described in my written testimony. 
Adopting any or all of these changes would continue the trend 
begun with the Tax Reform Act of 1986 toward a more transparent, 
less artificial single-tax system for closely-held business. 

A couple of other observations. Probably the most important re- 
form for closely-held businesses would be the possibility of extend- 
ing and/or expanding the option of expensing investments in cap- 
ital equipment. 

Most closely-held business owners intuitively evaluate their busi- 
ness on the basis of cash flow rather than financial statement net 
income; that is a matter of survival for them. For companies with- 
out access to capital markets, expensing is important. 

Others have suggested forcing the double tax on large pass- 
through entities, say, entities with gross receipts over $50 million. 
My written testimony outlines a whole host of problems with trying 
to implement such an arbitrary rule. Here I would just observe 
that if the goal of reform is to make American businesses more 
competitive, why would you force more employers into the punitive 
double-tax regime? 

One last tax reform proposal is the possibility of forcing all pass- 
through entities into a single, uniform structure. If I were design- 
ing a system from scratch, I would consider doing this. 

However, we already have roughly 4 million S corporations and 
3 million partnerships. Any such proposal would unavoidably im- 
pose substantial additional tax and compliance costs on a substan- 
tial number of ongoing businesses, either the partnerships or the 
S corporations. I do not see any benefits that would necessarily jus- 
tify such substantial a cost. 

That concludes my oral comments. Once again, I would like to 
thank the committee, and answer any questions you may have. 

[The prepared statement of Mr. Nichols follows:] 
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COMMITTEE ON WAYS & MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 

Thomas J. Nichols, J.D.. CPA' 

March 7. 2012 


Chairman Camp, Ranking Member Levin and Members ot'lhe Commlltee. thank you Ibr the 
opportunity to testify today on the Important topic of the treatment of closely-held businesses in 
the context of tax reform. My testimony today reflects views that I have developed over more 
than three decades as a tax professional working with closely-held business entities, as well as 
my role as an advisor to the S Corporation Association. 

A. Overview 

The bipartisan Tax Refonn Act of 19X6 (“TRA 'Xb") was a landmark piece of tax 
legislation. It allowed many closely,held business owners to migrate into a more rational single 
tax pass-through sy.stem. and in the process reduced their incentive to engage in expensive and 
sophisticated strategies in order to mitigate the onerous effects of the C corporation double rax 
rules. The system engendered by the TRA '86 has worked well for busines.ses and the country in 
the intervening years, and retaining these bencTits will be critical to the success of any future lax 
reform efforts. In this regard. I respectfully submit the following general considerations 
regarding tax refonn: 

First, as much a.s possible, the business tax system in the United Stales should move 
toward a single tax stnicturc. and away from the punitive double tax C corporation system. 
Especially for closely-held businesses, a single lax sy.stem substantially reduces complexity and 
eliminates the opportunity and incentive for non-productive tax planning and stralcgizing. 
Moreover, it has the benefits of simplicity and transparency. 

Second, broadening the tax base and lowering and flattening tlie tax rales would serve all 
.segmenLs of society. Clo.scly-held and other business owners respond to incentives. The lower 
the rate on a given amount of marginal income, the more likely it is that a business owner is 
going to expend the effort and lake the risks in order to earn that income, and the less eflort he or 
she will expend trying to defer or otherwise mitigate the tax con.sequenees of having done so. 
Business owners will aggressively grow their businesses only if they have confidence that they 
can make money over the upcoming years and not be subject to punitive lax rales. They 
intuitively know that the country cannot generate enough rev enue to solve all of its problems 
(much less those of the rest of the world) merely by taxing ‘The rich." However, they are afraid 
that they may be the first casualties in an ill-fated attempt to do so. This fear is depressing 
economic activity now . 


' President and kliorelinlder, Meissner Tierney Fisher & Nichols $.C. 
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Third, il is important that whatever lax reform is implemented be comprehensive, 
focusing merely on the top C corporation marginal rate, and broadening the lax base for all 
business taxpayers in order to pay for il. unavoidably increases the tax burden for closely-held 
business owners, because, as 1 will explain, the large majority of closely-held businesses are 
operated through single tax pass-through entities and not as C corporations. Since pass-through 
business owners employ over half of the workforce in the country, lowering the tax rate for all 
taxpayers (rather than just the headline rate for C corporations) should be the goal of 
comprehensive tax reform. 

In light of the above, it would be appropriate for Congress to consider proposals to 
facilitate the transition from double tax C corporation status to S corporation status for as many 
entities as possible. I understand that there has always been a reluctance to allow C corporations 
to convert on a tax-free basis to partnership statu.s other than through a fully taxable transaction. 
However, Congress has allowed, in fact encouraged, C corporations to convert to S status over 
the years. 

Among the steps that Could be taken to facilitate such conversion are the follow ing: 

1 . Tlie shorter, five-year holding period for the built-in gains tax should be, at the 
least, extended ns proposed in H.R. I47II. introduced by Representatives Reichert (R-WA) and 
Kind (D-WI) and cospon.sored by several of your colleagues. The built-in gains lax was 
originally intended to prevent C corporations from avoiding the double lax on the sale of 
business.' However, as 1 will explain in more detail later in my testimony, the C corporation 
income lax rales have not been significantly more favorable than the individual rates during the 
approximately 25 years since the TRA ’86, and all newly-formed business have been able to 
choose pass-through treatment at inception and avoid double lax C corporation treatment 
altogether during that period. Imposing a penalty on corporations now seeking to convert to S 
corporation status in these circumstances does not seem w arramed. Moreover, during limes of 
economic stress such as w e are experiencing now when access to capital is impaired, forcing 
businesses to sit on under-utilized capital for a decade is counterproductive. In light of the 
above, at this point, it clearly seems appropriate to allow C corporations to convert to S status 
without the imposition of the additional forced double lax regime of the built-in gains lax as the 
price of that election. At the least, reducing that period to five years, as has recently been done 
by Congress on a temporary basis, clearly is warranted. 

2. The restrictions on eligible shareholders of S corporations should be reduced or 
eliminated in return for subjecting the income attributable to such shareholders to tax. perhaps 
even at the lop rale. The original prohibitions against foreign and tax-exempt shareholders were 
designed to prevent income from avoiding tax at the corporate level and then being non-laxablc 
at the shareholder level also. Congress has already e.vpandcd the S corporation shareholder 
eligibility rules to include electing small business trusts and most tax-exempt entities, while at 
the same time subjecting the income attributable to .such busts and entities to tax at the 35 
percent rate. It appears that this principle could be expanded to all otherwise ineligible 
shareholders, including non-resident aliens, partnerships, etc. 


Svf. eg., H R- Conf. & Rep No. al I9S-<W. 
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3. This is also an appropriate time to eonsider inereasing the S eorporation numerieal 
shareholder limitation to a more policy-based level, rather than the unavoidably arbitrary IDtl- 
shareholder cutoff. As will be noted later in my testimony, partnerships ate required to apply the 
double ta.\ C coiporation regime only when they arc publicly traded. It seems appropriate that 
corporations be allowed to maintain their status as a pass-through entity in the same fashion, i.c.. 
unless and until they choose to take advantage of this country's robust public markets. 

Adopting any or all of these changes to inerea.se the availability of S corporation status 
would continue the Uend begun with TRA 'k6 to a more transparent, less artilieial single ta.\ 
system for closely-held business. 

B. Hislurical I’erspcctive 

When I first started practicing law in 197*), the top individual income lax rate was 70 
percent,’ whereas the top income lax rate for corporations taxed at the entity level (“C 
corporations") was only 46 percent."' This rale dilTcrenlial obviously provided a tremendous 
incentive for successful business owners to have as much of their income as possible taxed, at 
least initially, at the C corporation ta.x rates, rather than at the individual lax rates, which were 
more than 50 percent higher. 

The problem, however, w ith this approach under the old regime was that those aller-tax 
earnings at the corporate level were supposed to be taxed again at ordinary income tax rales 
when ultimately distributed to the individual shareholders, resulting in an aggregate cumulative 
tax burden of 83.8 percent,’ and this is even before taking stale income taxes into account. There 
were some limited exceptions to this extremely high marginal tax rale system, such as the step- 
up in basis ujaon death'’ and the sale of assets in connection with the complete liquidation of the 
corporation. However, these alternatives generally involved the complete liquidation of either 
the corporation or the individual taxpayer, which, for obv ious reasons, was not always the 
preferred alternative. 

This lax dynamic set up a cal and moase game between Congress, the Department of the 
freasury and the Internal Revenue Service (the “Service") on the one hand and taxpayers and 
their advisors on the other, whereby C corporation shareholders sought to pull money out of their 
corporations in transactions that would subject them to the more favorable capital gains rales that 
were prevalent during this |teriod or to accumulate wealth inside the corporations. Congress 
reacted by enacting numerous provisions that w ere intended to force C corporation shareholders 
to pay the full double lax. elTorls tltal were only partially successful. Tltese provisions included 
Internal Revenue Code (the “Code") Sections 302 (treating certain redemptions of corporate 
stock as “dividends") and 304 (treating the purchase of stock in related corporations as 
“dividends"), as well its Code Sections 531 (imposing a tax on eainings retained inside the 


’l.R.C.4 1 (19791, 

*I.R.C. « II (1979). 

'4(>% . 7n'X.xll^%) 83.S%. 
"l.R.C. « IUI4. 

’l.R.C.§ 337 (19X01 
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corporuiion other Ihiin "for the reasonable needs of the business") and 541 (imposing a tax on the 
undistributed income of "personal holdings companies" deriving most of their gross income from 
investments). 

Since the taxes at stake could be substantial, the tax opportunities and pitfalls inherent in 
this system provided tax advisors with a signilicant source of business. For example, Section 
l.537-l(b)(l ) ofthc Treasury Regulations provides that "the corporation must have specillc, 
defiuite, and feasible plans for the use of such accumulation" in order for such plans to be taken 
into account for purposes of justifying .such accumulation and avoiding the accumulated earnings 
tax. This led many closely-held business owners to hire attorneys to hold meetings andto draft 
corporate minutes when they would otherwise not have incurred the time and expense of 
documenting such plans so formally. 

C. Tax Reform Act of 1986 

This system started to change with the Economic Recovery Tax Act of 1981 ("ERTA"). 
which lowered the top individual income tax rate down to 5(1 percent, i.e., only four percentage 
points higher than the 46 percent top corporate income tax rote. The prior tax dynamic was even 
more permanently altered with the "IRA ‘86, which lowered the lop individual income lax rate 
down to 28 percent, the lowest it had been in 57 years. TRA ‘86 also lowered the top corporate 
rale, but only to 34 percent. Thus, the relative lop tax rale preference for income earned inside 
and outside of C corporations was actually reversed. That silualion did not last long, and today 
the lop income tax rate for both C corporations and individuals is the same, namely 35 percent. 


Chart 1: S Corporations as a Percentage of all 
Corporations - 1980 to 2008 



These TRA '86 changes brought about a dramatic shift in the tax structure for closely- 
held business owners throughout .America. As shown in Chan I, the number of corporations 
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electing to have corporate income passed through to the shareholders and taxed at the individual 
level (“S corporations") grew from a little over 20 percent in 1 086 to almost 70 percent in 2008 
(the last year for which such statistics are currently available). In addition, with the enactment of 
limited liability company statutes throughout the stales during the 19Ws and promulgation of 
the “check-thc-box” Treasury Regulations in 1997, business owners were provided with the 
additional Ilexibility to have a corporate-like business entity under slate law’ treated as a 
■■partnership" under the Code, which also involved ■■pass-through" taxation at the individual, 
ratlKT tlian at the entity, level. 

Thus, closely-held business owners had two alternative ■■pass-through" taxation structures 
to choose from: S corporations (the tax rules lor which were more restrictive, but much simpler) 
and partnerships. Chart 2 shows that substantial numbers of closely-held business owners have 
chosen each of these alternative lax structures, resulting in approximately 4 million S 
corporations and approximately 3 million partnerships as of the end of calendar year 2008. It 
should be noted that the partnership category covers a variety of non-corporate business entities. 
Including limited liability companies, general partnerships, limited partnerships, limited liability 
partnerships and even limited liability limited partnerships, and also includes non-corporate 
entities formed by publicly held companies. 1'he bottom line is that, although S corporation 
status appears to be more popular, a very substantial number of pass-through entities have 
chosen to be taxed as partnerships. 


Chart 2: S Corporatfon arul Parmmhlp Rciui ns - 1980 to 2008 





There are a number of policy reasons why S corporations are an excellent vehicle for the 
conduct of closely-held businesses. First, at current regular rales, the double tax C corporation 
regime would impose a top marginal federal income tax rate of 57.8 percent,* even before the 
consideration of stale income taxes. That is a punishing lax rate for ciosely-hcld business 
owners who correctly perceive their business entities as the extension of their own personal 
business efforts. 


* 35SI, + 35% x ( I -35%l * 57.75%, 
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Second. Imposing (he (ax a( (he individual level has (he benen(s orcomple(e (ransparency 
in (erms of who is acMually paying the tax, as well as reinforcing w halever progressivity Congress 
decides (0 retain in (he tax system. As Eric Toder of (he Tax Policy Center (old the Senate 
Finance Committee last summer: 

/ would... note lhal the ideal irai' to lax hiixine.':.'! ineome is the way we lax S 
carpaniluinx. If'e would like In ullrihiiie the ineome to the owners and the only reason 
ivc haw a corporale lax is Jar large and frequently traded companies - I’m* hard to do 
that and idenlify the owners who would pay the lax. So where \xni can do that, we should 
do lhal, and that i.s the right treatment.’ 

While allucaling taxable income among the widely-disbursed ow nership of publicly-held 
companies may be unworkable, (hat is not the case w ith closely-held business entities. 

Tliird. the pass-through S corporation regime eliminates the dramatic difference in lax 
consequences for income earned at the corporale. as opposed to the individual level, tliereby 
obviating the need for more complicated structures and (ran.sactions designed to mitigate the 
heavy burden of the double taxation C corporation system. 

This has been borne out in my practice. Prior to the TR.'\ 'Kb. successful business owners 
were regularly engaged in the lax planning process in order to minimize (he substantial burdens 
under the double taxation regime. Since that lime, and w ith the migration of closely-held 
business activity to pass-through taxation treatment, business owners arc no longer engaged in an 
ongoing struggle to navigate the heavy impositions of the double tax system. They are less 
('ocu.scd on tax planning than they were before (he TRA 'hfi. and more focused on running their 
business. They are keenly aware of the marginal rales that will apply to additional income, and 
they reserve for that. However, once (hey have paid that additional tax (ollen at the lop rale), 
they arc comfortable knowing that they can now pull the remaining after-tax earnings out to 
engage in another business or for their own personal welfare, or retain the money inside the 
corporation as working capital, to invest in new equipment and other items, or simply as a bulTcr 
against future exigencies, without having to worry about any ‘'rea.sonable compensation'' 
limitations on one hand or "unreasonable accumulations” on (he other. 

I). Today's Tax Structure 

As noted earlier, Ihe tax rate structure in 2012 is still quite consistent with the refonns 
implemented in the TRA 'S6. The lop individual and corporale income lax rales are idemical. at 
35 percent, 1 lowever, now the double taxation burden for C corporation shareholders has been 
further mitigated by a reduction in Ihe top individual income lax rale for qualified dividends to 
1 5 percent. The net elTecI of Ihe current rale structure is to impose roughly comparable lax 
burdens on income earned and retained inside (he business for both C corporation and pass- 
through enterprises. However, the 15 percent double tax on C coiporation dividends adds an 
approximately 10 percent net additional tax burden on earnings distributed, when compared to S 
corporations. Also, the scif-einployment tax, which applies to most partnerships and sole 


” Hearing entitled Huw lio Cumple.stty. Vwtrlainly wtJ Olbei h'fwUirs Impm-I Rf.\ptfftsrs in Tus Imvitim's'* 
Response to a question before die Senate Commillcc on finance. March 30. 2011. 
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proprietorships (but not S corporations J, adds an additional tax of nearly 3 percent on enterprises 
treated as partnerships for tax purposes. These net marginal tax rates for income earned in the 
top rate brackets are shown in Chart 3. 



Chart 3: Tod Marginal Tax Rates (2012) 
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Finally, another factor favoring pass-through lax status for many closely-held busines.scs 
is the impact of the C corporation double lax regime upon sale of the business. Most 
entrepreneurs seeking to sell their bu.sincss hope to do so at a price in excess of the net book 
value and lax adjusted basis of its assets. Asa consequence, buyers in such sales most 
commonly seek to achieve “asset sale" treatment for such transactions, whereby they w ill be 
entitled to amortize and depreciate the entire purchase price paid, rather Ilian merely deduct the 
remaining lax adjusted basis inside the seller’s entity."’ However, “asset sale” treatment is 
particularly onerous in the C corporation context for two reasons. First, there is no capital gains 
lax preference at the C corporation level. Tliis means that any gain on the sale of the business is 
lirsl taxed at the lop (or close to the lop) C corporation lax rate. Second, there is still another lax. 
albeit at a lower marginal rate, when those proceeds arc distributed out to the shareholders upon 
liquidation." 


Thi.s can be acineved. of cuurse. by an actual asset .sale, whereby ilic buyer purchases all of the assets of the 
business ditvcily from the business entity. Comparable ttvatnicni can usually he achieved even if the aci|uisition & 
structured as the pua'ha.se of stock or other interests in the entity itself (rather than of its assets), for C coiporalions. 
this Cilii iinudIK be accomplished by making an elation under Seciton 338 ortlv? Code. Kor S cofp(>rationv this can 
usually he accomplished by making an election imder Section 338(hM 10) of the Code. I'or partnerships, this can 
usually be accompli.<shed by making an election under Section 754 of Ute Code or by virtue of the deemed liquidation 
of the partnership upon itcqiii.sition. 

' ' Code Section 1 202 docs pro\ idc for a 50 percent exclusion (60 pcrceiu for cenain empokvemtent mite entities) of 
gain at the sliarcholdcr lc\cl in a limited number of circumstances. However. Ibis cxcUesion dircs nothing to mitigate 
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Nonetheless, as shown in Chan I, there are still some entities that continue to operate as 
C corporations. Although no doubt there are a multitude of reasons why specitlc entities might 
retain C corporation status instead of convening to some form of pass-through treatment. I have 
found that there are some recurring situations where corporations might decide to elect or retain 
C corporation status. The first is publicly held corporations that obviously have more than 100 
shareholders, and as a consct|ucnce arc simply not eligible tor S corporation status.'" Moreover, 
partnerships engaged in active trades or businesses are generally required to be treated as C 
corporations if their ownership interests are publicly traded.'^ 

Another group of business entities that retain C corporation status would be those that, 
for one rea-son or another, are either not eligible for such status and/'or would be subject to 
significant tax at the corporate level, despite S statiLs. Examples of the former would be 
corporations that have a significant number of ineligible shareholders,'^ or have multiple classes 
of stock,'^ that are not able to be bought out or otherwi.se eliminated. An example of tile latter 
would be an entity that, for one rea.son or another, would be subjected to either an unacceptable 
amount of built-in gains ta.x upon conversion"’ or would be subject to tlie lax on passive 
investment income and the teiminalion of S corporation status as a result of excess net passive 
income at the corporate level. 

Finally, there are many smaller corporations where the dilTerenee between the double ta,x 
C corporation regime and pass-through tax treatment is not all that significant. For example, a 
medical, legal, accounting or other serv ice corporation may regularly pay all or almost all of its 
profits out in taxable compensation, leaving [Title or no income to be double taxed inside the 
corporation and upon distribution, and may also not anticipate selling out at a significant profit at 
any point in the foreseeable future. Shareholders may buy in and be bought out at relatively 
modest sums over the years, because there is no anlieipation dial an acquirer will come in and 
pay a substantial premium in order to purchase the entire busine.ss. In such a case, the relatively 
few lax-tree fringe bcncfils'" that would othcrw isc not be available to partners and S corporation 
shareholders w ith an ow nership interest in excess of 2 percent''' can be sutficient to justify 
retaining C corporation status, even thouglt that does require that all Compensation paid be 
subject to full FIC'A tax. 


the non-pa-teretaial ux at the corporate level, and is not applicable to S corporations and other pass-Utrough entities. 
Asa consequence, it is of very litite ulilit) to the vast majority of closely held businesses. Iltumas J. Nichols. 
Climev vfEniity Comer - Cthfe Six'. 1202 Stock. Foorf Gotti or tfVirve for Mmt Tar/Hicen. Joutttal of Passlhmuah 
fnlilies (Julv-Augusl. COlU). 

'•|.R.C.§l36l(b)(ll(Al. 

" See I.R.C § 77(14. 

Only citizens, resident aliens, estates and certain tnisls and exempt organizations are eligible as sbatvholders ofhn 
S corporation. 5ee I.R.C. § l36l(bHIKb).(c). 

An S corporation may not have more titan one class of stock. See I.R.C. § I36l|h)(l )(U). 

'‘.Seel.R.C. 5 1374. 

'"See I.R.C. f 1375. 

lkire.xainple. benerns uiuler qualified health reitnbitrscincnt accouai.s are atforded tax-free ireaimeitt for C 
eorporalions. See I.R.C. d lt>5. However, health liisuranee premiums are now cniitlcd to comparable lax treatment 
for Itolh C ciuporalions and pass-thmugh entities. .See I.R.C. $162(1). 

'“See I.R.C S 1372. 
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F.. Future Planning 

If no Congressional action is taken, the tax landscape will change dramatically as of 
January 1, 2013. The most significant changes, from a business tax rate perspective, will be the 
expiration of the lax cuts ushered in with the Economic Growth and Tax Relief Reconciliation 
Aa of 2001 ("EGTRRA”) and the imposition of a new tax on the net investment income'*’ of 
higli-income taxpayers under the Patient Protection and Affordable Care Act and the Health Care 
and Education Act of20IO (collectively, the “Health Care Acts"). The EGTRRA expiration 
would cause the top individual marginal income tax rate to increase to 30.6 percent. It would 
also reimposc the so-called Pease reduction, which reduces itemi/ed deductions at the rate of 3 
percent for all income in excess of certain levels of adjusted gross income. The net effect of this 
latter provision is to increa.se the top marginal rate to approximately 4U.8 percent for most S 
corporation and other pass-through business income. ' 

The new net investment income lax under the Health Care Acts is imposed on the lesser 
of net investment income or the excess of modilled adjusted gross income over certain 
thresholds. The thresholds are S250,{KK) for married couples Tiling ajoinl return (S125,()00 for 
married individuals filing separatelyj and $200,000 for all other returns."* This net invcsUneni 
income tax is generally imposed on interest. dividend.s. annuities, royalties, rents and gains, with 
one very important exception. Congress recognized that this new imposition should not apply to 
income derived by owners directly inN olved in active bu.sinesscs. Tlicrcfore, Congress excluded 
from the tax base all income derived from a trade or busines.s unless the income was reported by 
a person who did not "materially participate" under the passive activity rules or the trade or 
bu.siness consisted of trading in financial instruments or commodities.*^ Tlterc are still quite a 
few open issues regarding the application of this tax in various commonplace circumstances, 
such as the treatment of electing small business trusts, Vvhich are special trusts allowed under the 
Code to be S corporation shareholders. There arc also significant unanswered questions 
regarding the impact of (his tax on (he sale of slock or interests in an S corporation or other pass- 
through entity."'* 


'“Although this new tax on net invustroent income is contained in new Chapter 2A ofthe Code entitled ••Lncamed 
Jneome Xfcdicarc Contribution." my undersiunding ts that the proceeds ot this tax wilt not be tiltoktucd to the 
.Medicare Trust fund, but will instead be included in generoi government revenues. Thcrctbre. in order to avoid any 
misconceptions, I do not rei^r to it as the new Medicare Tax a.s some commentators do. 

This is because state income la.\ and other deductions usually increase proportionally with income. And So 
taxpayers never run out ol'dcductions to be reduced. 

'* 'I'hesc Ilux’sholds arc not inflation-adjusted. 

^ The Health Care Acts also raised the FICA/self<<mploymeni rax rate on wages and seir-cmploymeni income 
above the S250.000/SI 25.1)00/5200.000 thresliolds mentioned earlier by .0 percent. Since such wages and self- 
employment income were already subject to MCA/seif-einployment tax at the rate of 2.*) pereeni, the net elTcci of 
(his change was to increase the gross rate of ui.v on .such wages and income to 3.tt percent, the some as the new tax 
on net inv'estineni income. However, the net effective rate of this new hlCA/self-employnient tax should usually he 
sontewhat lower titan the 3.8 percent taxon net investment income, given ihededuciibility features of Cite FICA/self- 
employnient tax system. 

^ .W Thonvos J. NiciioU & Joshua L. Cannon, Impact of the New Health Care Bitb nn Clmety heUi Ihmntsti,, .New 
York University 64'^ Institute on Federal Taxation . Ch. 2 (201 1 1. Ilpdatcd versions of this aniclc rcllccling 
subsequent developments and analysis are available from Meissner 7 iemey Fisher &. Nichols S.C. 
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As shown in Chan 4. Ihe net effect of these changes would be to drastically increase the 
tup marginal rate on an additional SlUO.OtKI of earnings and to create a significantly more 
complicated system. The marginal rates would increase from a range of 35 percent to 44.8 
percent in calendar year 201 2 up to a range of 40.8 percent all Ihe way up to nearly 64 percent in 
2013. From past experience. 1 can assure you that any such drastic increase in rates will result in 
substantial income tax planning regarding the liming of both income and deductions at Ihe end of 
this year. The only thing preventing the devotion of substantial resources toward this effort now 
is busincs.ses' confidence that Congress will do something to mitigate this sudden and drastic 
increase in rates for next year. 

From a choice of entity standpoint, this new tax on net investment income will 
significantly increa.se Ihe double tax on shareholders ofC corporations, becau.se the law seems 
clear that the trade or business of the C corporation will not be attributed to its shareholders and 
so no exemption will be available. 


Chart 4; Top Marginal Tax Rates (2013) 
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This new tax also adds a level of cost and complexity for S corporations and other pass- 
through entities. For example, ifan S corporation has a mix of active and passive shareholders, 
right now the lop tax rates applying to both groups are the same - 35 percent. Siariing next year. 
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however, the lux rate on active shareholders would he 40.8 percent, while passive shareholders 
would Face a top rate of almost 45 percent (al\er taking into account the 3.8 percent tax on net 
investment income). Not only does this higher rale reflect a higher lax burden on the business, it 
also has the elTcct of draining resources From the business. S corporations typically try to 
distribute enough earnings For their shareholders to pay the lax on the income passed Ihrougli 
From the business. With the single class oF slock restriction, these distributions must be 
proportional, which means that, sutrting in 2(1 1 .3, many S corporations will need to distribute 45 
percent oF their earnings jast to pay the busine.ss' taxes, compared to 35 percent today. 

Probably the most detrimental aspect oF this new tax structure is the Fact that it would 
eliminate the relative parity in lop marginal tax rales for both individuals and C corporations. 

The 45 percent lop individual lax rale will once again be substantially higher than the 35 percent 
(or even lower) top tax rale inside C corporations. If nothing is done, this 10 percentage point or 
greater difl'erence would reverse the extremely imporlani reform first Introduced in TRA '86, and 
the resulting trend toward the single tax regime that is both more transparent and less .subject to 
manipulation. 

F. Tax Proposals 

In addition to addressing the issue of lax rales. I understand that there arc a number of 
proposals relating to the lax treatment of closely-held business that are being considered. 

I. Expensing 

Probably the most important of these proposals for most closely-held businesses would 
be the possibility of extending and/or expanding the option of expensing investments in capital 
equipment under, among other provisions. Sections 174 and 168(k) of the Code. Most closely- 
held business owners intuitively evaluate (heir business on the basis of cash flow, rather than 
Unancial slaicmem net income. This is especially important for them because they often do not 
have access to substantial cash reserves or credit, especially in limes of stress where cash (low is 
tlrrca(cned. 

I learned this lesson early in my career. A client, who had just earned his first million 
dollars, had then spent the money on equipment and other capital expenditures that were sorely 
needed In his rapidly-growing businc.ss. He called me after the end of the year to discuss the 
"problem” raised by his accountant that he now owed income lax. Trained as I was in lax law 
and accounting, I calmly explained to him that the reason he owed lax was that these capital 
expenditures still had value at the end of the year and would be depreciated for Uix purposes only 
as they were consumed in the business over the next several years. I.ess calmly, he said to roe 
"Tom. you don't understand. I have no cash." 

Over the years, I have come to more fully appreciate the wisdom of his statement. Most 
closely-held business owners correctly think of money spent on equipment and other capital 
expenditures as still at-risk in the business, and as not "earned" until it comes back to the 
business in the form of collections upon sales. From a tax policy perspective, allowing 
businesses to deduct their equipment and other capital expenditures makes more intuitive sense 
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when you consider the fact that the seller of the equipment or other item will he required to take 
the entire sales proceeds into income. This is consistent with the perspective ofmany closely- 
held husiness owners, i.e.. that it is the seller that experiences the income in this transaction. 

That same principle applies to inscnlory. for those businesses that are required to 
maintain an inventory for ta.x purpo.scs. Kowevcr, this disadvantage is signiilcanlly mitigated by 
the provisions relating to last-in, first out |■‘LIFO■■) inventory accounting under Code Section 472 
and following. At least under LIFO, the btisines.s owner is entitled to e.xpcnse his or her most 
recent inventory expenditures, rather than whaL to him or her. is a mure artificial number based 
ofien on much older historical costs. 

2. Cash Basis 

Although I am sure there arc additional examples of where cash basis accounting for tax 
purposes would lieticr ntatch closely-held business ow ners' realistic perception of their actual 
income, my guess is that equipment and inventory purchases constitute the two primary 
expenditures causing problems for businesites required to use accrual accounting for tax 
purposes. AccounLs receivable can be a problem in that, in some cases, a business must wait 
years to actually collect receivables that arc required to be taken into income immediately. To a 
certain extent, this acceleration is oflacl by the fact that accrual basis taxpayers can also deduct 
accounts payable for expenses that have not yet been paid by the end of the year, but the Code 
contains “economic perromiancc" and other requirements to prevent significant lime gaps 
between deduction and payment, and well-run businesses obviously pay their liabilities on a 
relatively prompt basis in any event. 

Also, not all closely-held businettses are required by the Code to iLse accrual accounting. 

In general, pass-through entities and sole proprietorships are not required to he taxed on the 
accrual basis, unless they maintain inventories"' or constitute tux shelters.'^ Thus, most closely- 
held entities that arc on the accrual basis have voluntarily erected such treatment. 

Many do elect such treatment simply because they arc already required, for bank Icndtng 
or other purposes, to prepare and maintain financial statements on the basis of generally accepted 
accounting principles ("CiAAP"), which also require accrual accounting, and it is easier for them 
to do accrual accounting for both book and tax purposes. In summary, raising the limit on the 
exemption for required accrital basis accounting from $5 million to $10 million under Code 
Section 448 is not likely to benefit the vast majority of closely-held businesses. This is in stark 
contrast to the equipmcnt/capilal expenditure expensing rides, which would impact both cash and 
accrual taxpayers. 

3. Ba.se Broadening 

I also understand that there are proposals to broaden the business tax base in order to 
lower the C corporation income tax rate on a revenue neutral basis. While lowering that 35 
percent rate (which puts the United States at the very top of the industrialized countries in terms 


".Stv'lreas. Hcg. 1.471-1. 
“.Swl.R.C. §448. 
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of marginal rales) is an extremely laudable goal, it is imporlani lo recognize that, if this i.s done 
in the eoniexi of only lowering the C corporation income lax rate, the net effect of this “reform" 
would be a substantial overall lax increase for the vast majority of closcly-held businesses. This 
is because, as indicated earlier in my testimony, the large majority of closcly-held businesses arc 
operating as pass>ihrough cniilics. which means they would be unatTected by any reduction in 
Uie C corporation income lax rates.’^ 

An Hmsl & Young study conducted t)n behalf of the S Corporation Association earlier 
Iasi year made clear the challenge corporate-only lax reform presents lo pass-lhrough businesses. 
According to (he study, a broad policy of eliminating business tax expenditures while cutting 
only corporate rales would raise the lax burden on pass-through businesses by approximately S27 
billion per year.*’’ This is iniponani because pass-tJirough businesses employ over 54 percent of 
the private sector workforce, and. a.s my earlier testimony indicates, anything that alTecis the 
cash flow of cioselydield businesses (and taxes certainly do) will unavoidably have a depressant 
effect upon their contribution to the economy. 

4. Forced C Corporation Treatment 

There have also been proposals to force double tax C cor|H>ralion treatment on htrge pass- 
througli entities, say iliosc having gross receipts over S50 million. In addition to imposing a 
substantial additional compliance and tax burden on the most productive members of the pass- 
Uirough sector of our economy, such a provision would require a detailed and complicated 
system of inter-related rules. For example, how would an entity be treated that hoven both 
above and below the S50 million trigger point? Would the built-in gains tax apply when the 
entity rc-clcct.s S status after having been forced into C corporation status as a result ofhaving 
extraordinarily good receipts during the testing period? Would an entity be trapped in C 
corporation status even though it no longer had S50 millibn of gross receipts, because of higher 
receipts during the testing period? If not. would closely-held business owners not be in a 
position to know whether they will be subject to a C corporation or S corporation tax regime 
until at\er the end of the year in question? 

Also, I am assuming that there would have to he some type of aggregation rules so that 
closely-held business owners could not simply split their business into two or more entities .and 
avoid the C corporation regime in that fashion. As you can imagine, such aggregation rules are 
extremely JiHlculi to administer. For example, if various hu.sincss entities were to constitute a 
series of overlapping aggregated control groups or alTiiiated service groups, how' would that be 
handled? If one of the groups was below the threshold and another of the groups \va.s abo\e the 
threshold, would the owners of the group that was below the threshold be forced into double (a\ 
C corporation status, even though some of them owned only an interest in u relatively small 
business? 


Moreover, as pointed out earlier, many closely held C eerporaliotis do nut retain a .substantial amount of income 
at tile corporate level, and even fewer of them retain income subject to the lop marginal rales. 

■** Kobert Carroll and Creraid Prante. Tfie FiowThmufth Bumie.Kx St'cwr oiul Tax Refoi'm. Fmst A Voumt tAwiI 
2011). Available al; hU p: www.v-corp ore 20l I ()■) l.^'linXM o->- coTp'^t^*d\-and- 0fe>5 
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Even in the absence of multiple overlapping groups, how would you handle the numerous 
complexities that are involved when multiple entities are treated as a single unit? The 
consolidated return regulations span over 440 pages in the standard edition of the CCH Income 
Tax Regulations, dealing svith issues such as inter-company transactions, stuck investment 
accounts, calculation orcicdits. allocation of income tax liabilities and numerous other matters. 
These complexities arc difficult enough for groups ofbusincss entities that voluntarily choose to 
treat themselves as a single afliliated group, but this level of complexity would be multiplied 
many times by forcing aggregate treatment for all tax purposes on an amalgamation of 
corporations, partnerships, limited liability companies and other entities that happen to be linked 
by common ownership or activities. 

This forced amalgamation might also have the unintended conset|uenee of opening up 
opportunities for aggressive tax planning and tax shelters. Tor example, if dividends are treated 
as coming from die aggregate earnings and profits of the amalgamated entity, could the C 
corporation owners of one of the amalgamated entities drain olTall of the earnings and profits on 
a tax-preferred basis, while allowing the remaining individual owners to achieve the equivalent 
of S cor|toration treatment as a result of non-dividend distributinn.s'.’ If not, would the individual 
owners of one of the separate entities with separately treated earnings and profits be able to 
achieve S corporation-type treatment by carefully managing the operations of that entity? 

In addition to these workability concerns, making an arbitrary and involuntary cutolTfor 
pass-through tux treatment is simply not good tax policy. For the reasons indicated at the outset 
of this testimony, the double tax C corporation system is not preferred tax policy. Moreover, the 
SSO million trigger (or whatever nutnber is chosen as the trigger) would clearly discourage 
growth in companies that arc approaching that level, and such companies would be incentivi^cd 
to engage in a great deal of sophisticated and expensive tax planning to avoid being involuntarily 
subjected to the double tax system. Such maneuvers might nonetheless be justified ifsuch a 
proposal were enacted, because one additional dollar of gross receipts could literally trigger 
millions of dollars of federal lax con.sequcnccs. Such clilT-like triggers arc obviously not favored 
for policy purposes. 

Finally, just because an entity has $50 million of gross receipts docs not mean that it is 
prolilable. There are many such entities (or amalgamations of such entities) that actually have 
losses, which, ttnder current law, are appropriately taken into account (and if neuessary carried 
over) at the individual level. Forcing Individual owners at Ihtil level of activity to forego the 
ability to deduct these losses would unat oidably impact their willingness to continue to fund 
these enterprises, with the concomitant impact on the jobs and financial security of their 
employees. Even profitable entities would not seem to merit such draconian treatment. For 
example, a low-margin I percenl-of-sales business could easily have $50 million of gross 
receipts, but have only S5(I0,IK)0 of actual taxable income. Triggering C corporation status in 
these circumstances .seems entirely unwarranted. 
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5. BuTfctt Rule 


Another pmposal that should be considered in this context is the so-called "Bufl'ctt 
Rule.” While the Adminislraliun ha.s not fully articulated its BulTctt Rule proposal, legislation 
has been introduced in both the House and the Senate (II. R. 3W)J and S. 20S')) to impose a 
version of the Rule. As introduced, this pros ision would generally impo.se an effective tax rate 
of 3U percent on adjusted gross income without taking any ilemixed deductions (other than 
charitable contributions) into account for individuals earning over $2 million, including a phase- 
in for taxpayers making between S I million and .S2 million. 

In effect, this legislation would impose a third tax on high income taxpayers - flrsi the 
individual income tax, next the Alternative Minimum Tax, and then llnally the Buffett Rule tax - 
and would raite numerous fairness and administrative complexity issues. For example, the 
marginal rales inciiired by individuals earning between $1 million and $2 million could, in some 
circumstances, he as high as 60 percent. Tlie Buffett Rule wotdd also exacerbate the C 
corporation double lax problem I outlined earlier by Imposing a minimum lax rale of 
approximately 55 percent'' on distributed C corporation earnings, an increase of approximately 
1 0 percentage points from this year's rale. 

As fur S corporations, earlier I discu.ssed the challenge of appropriately distributing 
suBlcienl earnings for S corporation shareholders to pay taxes on the business' income. The 
Buffett Rule would exacerbate this challenge by forcing an S corporation In calculate and 
distribute additional earnings, even if only one of its shareholders has (or might have) income 
subject to the Buffett Rule. The result would he to drain additional capital and resources form S 
corporations seeking to build up their equity and working capital. 

Finally, perhaps the most dramatic and unfair consequence of the ButTcll Rule for 
closely-held husine.ss ow ners would occur in the context of a sale of the busine.ss. The current 
federal lax rale for sale transactions is 1 5 percent and is scheduled to incrca.se to 20 percent 
starting next year (before taking into accoiuil the 3.X percent additional lax on net investment 
income under (he Health fare Acts). The BulTctt Rule would increase this tax rate for taxpayers 
making more than SI million, even if that higher income was triggered by a "once in a lifetime" 
transaction involving sale ofa business built up over decades. 

6. Forced Single Pasa-Throueh Treatment 

One last lax reform proposal that I undcTsland has been considered is the possibility of 
forcing all pass-ihrough entities into cither S corporation or partnership tax treatment. If I was 
designing a system from scratch. I would consider doing (his. However, as shown in Chart 2 
earlier, we now have over 7 million pass-through businesses operating in the eoiinlry, 
approximately 4 million of which arc taxed under the S corporation regime and the remaining 
approximately 3 million of which are treated as parinersliips. TTius. any forced channeling of all 
pass-through activity through either one of these vehicles would unavoidably impose substantial 
additional lax compliance costs and other consequences on a substantial number of ongoing 
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businesses. Il is important to balance that unavoidable disruption against the likely benefits of 
any such forced uniformity. 

In this regard, il important to note that the vast majority of costs involved in establishing 
and maintaining such a two-track system have already been incurred. The Treasury Depanmeni 
has already promulgated comprehensive regulations for both partnerships and S corporations, 
and the Service has developed deUiiled tax forms and instructions for both types of entities. 
Moreover, individual taxpayers have already made their choice of entity, and they will not need 
to learn another system unless they voluntarily elect to change their lax treatment 

As a eoiisequcnce, the bulk of the ongoing co.st of tills two-track system is elTcetively 
borne by law and accounting students and tax advisors who have to learn and apply both sets of 
Riles. However, no significant long-tcnn benefit would seem to accrue to the economy as a 
whole by forcing all pass-through taxpayers into a single regime. 


Tills is assuming ihal no lorcetl conversion lo C slalus is ever enucicd. 
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Chairman CAMP. Thank you, Mr. Nichols. 

Mr. Sullivan, you are recognized for five minutes. 
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STATEMENT OF MARTIN A. SULLIVAN, PH.D., CONTRIBUTING 
EDITOR, TAX ANALYSTS, ALEXANDRIA, VIRGINIA 

Mr. SULLIVAN. Mr. Chairman, Ranking Member Levin, Mem- 
bers of the Committee, thank you for this opportunity to testify. It 
is a great honor for me to be here today. 

Mr. Chairman, over the last three decades, we have seen a fun- 
damental transformation in how America does business. Pass- 
through businesses have grown rapidly in number and in size. This 
growth is almost entirely due to an exploration in the use of lim- 
ited liability companies and subchapter S corporations. Here are 
the facts. 

In 1992, LLCs were virtually nonexistent. By 2008, there are 1.9 
million of them. Between 1980 and 2008, partnership revenue grew 
from 4 to 14 percent of all business revenue, and over the same pe- 
riod, the share of total business revenue claimed by S corporations 
grew six-fold, from 3 to 18 percent. 

The United States has an unusually large non-corporate sector 
compared to other countries. A recent study found that the United 
States ranks second only to Mexico in the size of its non-corporate 
sector. 

On April 1st, when Japan cuts its corporate tax rate, the United 
States will have the highest statutory corporate rate in the world. 
There is widespread agreement that we should lower our rate; the 
issue is how to pay for it. 

One approach would be to eliminate some or all business tax ex- 
penditures. This approach, however, would hurt pass-through busi- 
nesses that would lose their tax breaks and not receive any benefit 
from the rate cut. 

Pass-throughs depend most on two tax expenditures: accelerated 
depreciation, worth about 8 billion a year, and the Section 199 
manufacturing deduction, worth about 4V2 billion. Eliminating 
these tax benefits would be particularly harmful to smaller pass- 
throughs for which cash flow is critically important. 

Many pass-through businesses are large businesses. Here are the 
facts. In 2009, there were 14,000 S corporations with more than 50 
million in sales. They accounted for 29 percent of all S corporation 
profit. There were 18,000 partnerships with more than 100 million 
in assets. They accounted for 64 percent of all partnership profit. 
Clearly, we can no longer equate pass-through businesses with 
small businesses. 

As the search continues for revenue to pay for lower corporate 
rates, we should consider extending corporate taxation to large 
pass-throughs. It is really no different than any other base-broad- 
ening option. It would level the playing field and raise revenue that 
we could use to lower the corporate rate. 

Now, some tax experts worry about the effect on small business 
job creation if current rates are not extended for the top two brack- 
ets at the end of 2012. I believe, however, that the question of ex- 
tending high-end rate cuts should not pivot on the effect they will 
have on small business owners, but on larger issues such as the 
need for deficit reduction, the effect on tax fairness, and their effect 
on the overall economy. 
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If I could call your attention to the screen. Well, I am sorry, we 
are having technical difficulties. But the chart I am referring to is 
on page — oh, thank you. Thank you very much. Sorry about that. 

The figure on the screen shows a box. The box represents all the 
income affected by a rate change on the top two brackets. Only 30 
percent is pass-through income. Only 21 percent is related to pass- 
through employers. And only 8 percent is related to small business 
employers. 

If we want to promote small business job creation, providing tax 
relief to all income in that big box is a very inefficient way to do 
it. By targeting tax relief to pass-through employers, we can pro- 
mote small business job creation at a lower cost. 

Now, to this end. Majority Leader Cantor is proposing a 20 per- 
cent cut for pass-through businesses with fewer than 500 employ- 
ees. Unfortunately, this proposal has some serious technical short- 
comings, as I explain in my written testimony. A better way to 
spur small business job creation would be to provide a permanent 
tax credit equal to a percentage of wages with a cap on the number 
of employees who can qualify. That would create more small busi- 
ness jobs than a rate cut for high bracket taxpayers at a fraction 
of the cost. 

Finally, a recent IRS study confirms what most of us already 
know: Small businesses are subject to a massively disproportionate 
compliance burden. I think all of us on this panel agree that Con- 
gress should aggressively modify provisions of the code that impose 
a large compliance burden on small business. That would provide 
significant tax relief, with little impact on the budget deficit. And 
I believe the proposals by Professors Kwall and Tucker on my 
right, about choice of entity, would be an excellent place to start. 

Thank you, Mr. Chairman and Members of the Committee, for 
allowing me this opportunity. 

[The prepared statement of Mr. Sullivan follows:] 
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Passthrough Business, Sniali Buslne>ss. and Tax Reform 

(jood morning Chairman Camp, Ranking Member Levin, and members of the C ommiiiee. Thank 
you for this opportuiffty to. share my views on the imporinni topic of passthrough business taxation. 

I. The Importance of Passthrough Business in the American Economy 

Over the last three decades, a rapidly increasing number of America's businesses have organized 
their alTairs so that they are entirely free of the corporate income tax. There are three major no* 
corporate-lax alternatives: S corporations, partnerships, or sole proprietorships. Collectively these 
three tax classifications are referred to as “pusslhrougb" entities because, unlike C corporations 
where profits can be bottled up until they are distributed, the profits of these businesses are passed 
through immediately to owners who must report this income on their individual tax returns. 

As show n in Table I , passthrough busines.ses accounted for 83 percent of all business reiums in 
1980. By 2008, that figure had increased to 94 percent. Tltcir share of total receipts, only 13 percent 
In 1 980, grew to 34 percent by 2008. Their share of profits grew^ from 20 to 47 percent. 

Becau.se the corporate tax is being “hollowed'* out from below, the corporate lax more than ever is 
now a tax on big business. This development is (he result of two phenomena: the dramatic increase 
in the size and number of Subchaptcr S corporations and the surge, moslly ip the 1 990s, in the 
number of limited liability corporations (LLCs). which ore taxed as partnerships. 

SuhchapierS Corporations. 1 he dramatic rise in the popularit) of Subchapter S siutus is shown in 
Figure 1 . There were half a million S corporation returns filed in 1 980. That number rose to 1 .6 
million in 1990. 2.9 million in 2000. and 4.0 million in 2008. S corpt>ralions grew in size as well as 
number. As shown in Table I , profits of Subchaptcr S corporations in 1 980 were just 1 percent all 
business profits. In 2008 that figure had risen 15 percent." 


' Tlic views cxpreiiiicd here sre my own and noi those of Tax Annlysis. f oimdeti in 1970 ai> a nonprofii orguni/mion. 
Tax 7\nalysu »> a leading pmvtder of lux news and analyst for the global communiiv By working (or ihe inuuparency 
of lax rules, fostering increased dialogue between taxing aulbonties and taxpayers, and providing fonims for education 
iind debate. Tax Analysts encourages the creation of tax systems that are fairer, simpler, and more economically 
efneient. 

* Subchaptcr S corporations arc csscmiully ta.\cd liked pannerships. Subchaptcr S of the Internal Revenue Code was 
enacted into la>s in 1958. At ibe inne there was grow tng concern that big corporations were becoming too domimim in 
the American ecomnny. The mteni of Sulwrhdpler S ivd$ to stiengihen America's small and lomily-owned husincssev. 
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Limited Liability Corporatiotts and Other Partnerships. The St/e and number of partnerships has 
also grown rapid!) over the last three decades. Table I shows that their share of total business 
profits has risen from 3 percent in 1980 to 22 perocnl in 2008.'^ At the same lime, their share of 
lota] returns fell by one percent. This increase is almost entirely due to the sky-rocketing growth of 
a new form of business organization, the limited tiabifity corporation. 

In the early 198Us LLCs barely existed. Now they are available under the laws of all 50 states and 
the District of Columbia. Figure 2 shows IRS data on business filing ta.x returns as LLCs as well all 
other partnerships. The “other partnerships” caicgor)' includes plain old general partnerships with 
unlimited liability. And it also includes limited partnerships (different Irom limited liability 
ptirtncrships) where some partners have limited liability and some (general partners) have unlimited 
liability. The first year the IRS collected data on LLCs was in 1993. About 20*000 existed at llie 


Snhctiaplcr S could hiive the best of both worlds: the legal privileges of a corporatioit-7«-1iintitid li.ibiliiy. 

free iraiifttlembMity of vharcs, unlimited lite^- without paying an) corporate ia.\. Trom die perspective ofsiaie taw, 
SubchapierS cofp°ni(ians arc no dilTcrvni (han other corporations. "Subchaplcr $“ is a tax filing stauis. not aseparate 
type oflcgni entity. Under the original irfatute. if a corporation had 15 or fewer shareholders, and those shat^hoidens 
were individuals and VS. residents, the profits of tiK corporation would not be subject locorponue tax. The allowable 
moxinuiin number of S corpi«faiion shareholders was increased |m 35 in !')82, to 75 in IVQfi, and to inoin 2nnj. I'tir 
most S corporaiiuns. the mimber of shareholders limiialkm is not an issue. In 2008 .S corporoiions with 3 nr fewer 
shareholders accotintcd for 95 percent of S corporation returns. 

■ Unlike .Subehopler S corporations, owncts of partnerships may include corporations. In 2007 the Treasury Department 
rcpmicd that ahemt 5b percent of total partnership income goes to corporate partners with an unknown split between C 
and .S corporations (Treasury Depanment, "Approaches to lmpn)vc the C'<mi|>cttiiveiitis.s oflhe li.S. (business Tax 
Ky.sjems for the 2 1st Ccntur),“ Dec. 2ni>7). in its 2UI0 study, the President's bconomic Recover) Advisor) Board, 
advised by the Treasury Department, reported that between 15 and 20 pervcni of partnership income was taxed at Ihe 
corporation level. President's k'conomic Recovery Advtaory Board. "The Report on Tax Kelorm Options: 
Simplillcaiion. Comptinnee. and Corporate Taxation.'* Aug 2010. 
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time compared to 1 .45 million other paniwships. Subsequently^ while other partnerships slowly 
declined, LLCs rapidly grew in numbers - 720,000 in 2000 lo 1 .9 million in 2008. 


Sole proprietorships. When ii comes to sheer numbers, you can’t beat sole proprietorships. There 
were 22.6 million in 2008. Approximately one out of every six Individual tax returns filed includes 
sole proprietorship income. Figure 3 shows that instead orbecoming obsolescent, the number of 
sole proprietorships has grown steadily In every year from 19X0 lo 2007. Tlie growth from 9 to 23 
million sole proprietorships has occurred despite the simultaneous increase in the use of Subchaplcr 
S corporations with only one owiter. In 2008 there were 2.4 million Subchapter S corporations with 
a .single shareholder. 

Unlike Subchaptcr S corporations and partnerships which on average have grown in size, the size of 
the average sole proprietorship {adjusted for inflation) has been cut in half between 19X0 and 2008. 
ITiai is probably due to an increase in self'Cmploved con.sultants, an increase in the number of 
workers fomially classified formed us "independent contractors.’* and an increase in access to high- 
speed internet, which allows almost anybody to become an entrepreneur overnight. 

Deciine of the Corporate Tax. While the passthrough sector ha.s grown, both the absolute number 
of taxable corporations and thoir share of total business income have shrunk. In 1 994, there were 2.3 
million Subchaplcr C corporations subject to the corporate lax. By 2008, the number had declined to 
1 .8 million. Because most smaller businesses arc switching from Subchaplcr C to passthrough status 
large corporations account for an inaeasing share of corporate tax revenue. In 1994, the lop 
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1^00 corporations paid 70 percent of corporate lax revenue. In 2008 it only took the top 600 
corporations to account for 70 percent ofcorporaie revenue. 

International vomparisons. As noted by the Treasurv Department In 2007. non-corporate 
businesses play an unusually important role in the U.S. econom> . Survey data collected by the 
OtCD shows that among 15 OHCD anmtries for which data are available, the United States (at 82 
percent) had the second highest percentage ofunincorporated businesses in 2004. 13 percentage 
points above the OECD average. More important for their influence on general economic activity is 
the size of U.S. non-corporaie businesses; they are more heavily represented among large 
businesses than in other countries reporting to the OECD. For bu.sinesses reporting profits of at least 
S 1 million, die United States (at 66 percent) had the highest share of unincorporated business 
among reporting OF.CD countries.** 

il. Fotcnlifll Pitfalls of Corporate Tax Reform for Passthrough Businesses 

A quarter century ago. the United Stales had one of the lowest corporate tax rates in the world, but it 
has not reduced it.s corporate tax rate since h)86. On April I of this year, when Japan will reduces 
its corporate rate, all of our major compvetitors will have reduced their corporate tax rate, leaving the 
United States — with a combined federal-stale tax rate of 39.2 percent — with the highest statutory 
corporate lax rate in the world. 

In general, economists agree that signlfiOani rate reduction w ill increase invesimeni in the United 
Stales, reduce the use of costly tax planning tinJ convoluted tax shelters, reduce the incenliv e to 
shin profits to foreign lax havens, and reduce the incentive to increase debt. But while it is easy for 
tax economists to agree alvmi the desirability of a lower corporate rate, the hard pan is paying for it. 
Under current budget constraints tax relbrni almost certainly will needs to be at least revenue- 
neutral. 72ie additional revenue from increased long-ruu economic activity that would follow a 
corporate tax cut will not be nearly enough to olTsct the revenue loss. Rale reduction for Suhchapicr 
C corporations must be paid for with ofisetting lax increases. 

There is a w idc range of po.ssiblc revenue sources to pay for a corporate rale cut. A commonly 
suggested approach is eliminating some, or even all. business tax expenditures. According to 
Treasury Department estimates, eliminating uH domestic-only tax expenditures would allow a 
revenue-neutral rate reduction to 28 percent. Eliminating all business tax expenditures — including 
the research credit— would be extremely dilTicull. Moreover, if this approach is adopted, it would 
adversely rmpacl pn.sslhrough businesses that would only lose deductions and efodiUt and not get 
any benefit from the lower corporate rale. 

By far the tw o most important tax expenditures for passthrough businesses are accelerated 
depreciation (including section 179 expensing) and the section 199 deduction for domestic 
manufacturing. According to the latest lax expenditure budget from the Joint Committee on 
Taxation. S8.3 billion out of total of $23.7 billion (.35 '’ai) of the projected average annuol benefit of 
accelerated depreciation goes to pa.ssthrough business. With re.speci to the deduction for domestic 


* Set-, U.S. I rcasury Depaitincni. Treasufy Oqwnmcni. ’’Trca.sury I tmlefencc on Bu.<imi»v Taxauon anJ (iinhal 

Cornj'ciilivcnis^s; Hackpinund Paper," Jul> 26, 20H7; PcUt R - Merrill. “Thi; Corr»*nii|»: Tax C'onundnJm.'' 7«r /Vo/r>-, 
Octobers, 2U07: and Oriuni/aiion for bconoinic Co-upcroiion and Devclopmciu. “Survey on the Taxaiton ofSmatl and 
Mcilium-Si/cd hinerprises: Dralt Report on Rexpotixes to the Qinoiiiontmire.'' reviwd 25 July 2007. Table I. 
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mamitaciuring. $4.6 billion oui of total of $14.4 billion (32%)orthe proji;cted average annual 
benefit goes to passthrough business.^ Manufacturers are the major beneficiaries of these 
provisions, so eliminating these lax benefits would be particularly harmful to manufacturers 
organized as passthrough businesses. 

According to background documents prov ided by this committee. Chairman Camp’s draft proposal 
for international tax reform is intended to be revenuemeulral.^ Given nur enormous budget deficits, 
and the generosity ofcurreni U.S. international tax rules, that is a reasonable approach. However, a.s 
lax reform progresses, thea* will be tremendous pressure from nuiltinalional businesses for 
international reform to include an overall tax cut on foreign'Sourcc income. Just as a corporate rate 
cut provides no benefit to passthrough businesses, lax cuts on foreign profits provide little or no 
benefit to most passthrough business. And. to the extent foreign tax benefits reduce revenue, there 
will be increased pressure to raise taxes on passthrough benefits. 

It is imponani to keep In mind that a tax hike is more painful for a small business than a large 
business - especially since the financial crisis. Cash flow is important to all businesses. But it is 
usually much mure critical to a small business - which may not even be able to obtain a bank 
loan — than it is to a large business —which can borrow' directly in bond and commercial paper 
markets at low interest rales. 

There is also another reason for lawmakers not to lake their cue only from large publicly traded 
corporations when assessing the etTectof some tax changes. With respect to accelerated 
deprecidlion land certain other lax benefits that arise (rom timing dilTcrenccs), the lax benefit does 
not translate into a lower n'pvnvd efi'ectivc tax rule and higher profii.s reported to shareholders. 
C'KOs can obsess about their reported efiective ta.\ rate, and C'BOs can pay an inordinate amount of 
attention to reported profits. Because less accelerated depreciation does not alTect liio.sc measures, 
publicly traded corporations and oilier businesses using GAAP accounting may be far less resistant 
to such a clmngc than a small business using cash accouniihg. 

III. Large Passthrough Businesses 

In the past, when there were not so many self-employed consultants, and not so many people 
working as independent contractors, before the loo.sening of Subchapter S requirements, before the 
invention of LLC&, it was not so terrible to use the data on passthrough businesses as a measure of 
all small businesses. But loday'.s pa.ssthrough entities arc an exu-emely heterogeneous lot As 
technology, work relationship.s. and business organization have evolved dramatically, wc can no 
longer think of that mass of income tax filings as providing us with a picture of small business. 

Many large businesses are Subchapter S corporations and limited liability companies. As shown in 
Table 2, there were 14,000 S corporations with more than S50 million in receipts in 2008. They 
acconnied for 29 percent of all S corporation profit. Their average level ofprofit was $6.4 million. 


’ Joim Commiticc on Tavaiion. of Federal lav t:Af>cn(lttua*s tor Mkcal Yean» 2UI I-2UI5" January- 1 7, 20t2. 

"•*Sumnihry of Ways anil .Means Disenvsion Dralt: Participution Exeniplion (Tcrrinwial) System'* October 26. 2010. 
t he JtH;umcni slates: ^Theitiscuwinn tinifi is intenJed lo be revenue neulrul in and iifilseirwlien considered as part of 
coniprdicnsivc tax reform Ic^&lation. 1 he Committee di>es not believe tliat domcMic base broadentni! should tic used to 
rinitnee inlemaiional U.v relief, and vice versa.** 
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Olher IRS data (not shown in the table) indicate that more than 8 percent ol* Subchapier S 
cor|)oralion profits were earned by businesses with over 525(1 million in assets. 


1'ablc 2. Subchapier S Corporatioov m llli S50 Million or More in Receipts, 2008 


Number 

■BIiIBSH 

Ave. Profil 
(milMonv) 

% of Total 
(all si/e) 

S Corp. ProOl 

All induflrics 

14.192 

$ 90.7 

S6.4 

29«/* 






AKrlclillurv. F ooa*lr\ 

147 

S 0.7 

S4.7 



122 

S 3,9 

S3I.9 

2S% 

L (ililics 

25 


S 14.3 


LonMruciion 

2.2(11 

S 13.1 

S6.0 

36% 

Miiitulaciunnu 

2.363 

S20.0 

SK.5 

47% 

Wholesale, Reiatl Inuic 

7.031 

S 24.(1 

S3.4 

44'^ 

rraiivpofiatunt. Waa*ltousiritj 

405 

S 1.7 

S4.I 

23% 

Ini'omtaiiun * . 

148 

S 23 

S lS-6 

44*^0 

Fiiuaocc uitd Insumiwe 

153 

S 7.1 

S46.4 

23% 

Real Esiaic. Rental. Lcastne 

81 

S 0.3 

&4.2 

3% 

Professional. Technical Services 

515 

S 6.5 

S 12.6 

13% 

Holding i. omnanm 

95 

S 4^6 

S48.9 

72% 

Adininisiraiivc. Sunmn'i Services 

4S0 

S 3.2 

S7.I 

26% 

Fducutional Services 

32 

S 0.5 

S 16.0 

l9?/n 

Health Care. Social Avsistance 

192 

$ U.H 

S42 

3% 

Arts. Fntcnainmcnt. Recreation 

76 

% O.K 

S 10.5 


Accommodation. Food Services 

115 

S 0.5 

S4.2 

13% 

Ollier Services 

39 

S U.3 

SN.5 

5% 


Table 3 looks at large partnerships. It presents 2008 data on the 1 8.000 returns ofthosc partnerships 
that had assets ofSIOO million or more. Even though these partnerships were only 0.6 percent of the 
3.1 iihIliuM total partnerships, they accounted for 64 percent of the proiTts ofall partnerships. For 
this group, the average number of partners W'as .300 and the average profit was SI6.2 million/ 

To summarize, bccau.se ofircmcndous growth in the use of LI.Cs ai>d Subchapier S corporations, it 
is a serious mistake to conflule die terms “passthrough" and “small busine.ss.** 

As the determined effort continues for revenue to pay for lower corporate tax rates, there is grow ing 
interest in taxing large paxsthrough bitsincsses a.s corporations. If base-broadening is the nveans of 
paying for lower rates, it is only logical to include, as an option, subjecting large passthrough 
businesses to the same tax as their Subchapter C competitors. 

Ideally, all businesses should be subject to only one layer of tax. But tang m there is a 
corporation tox^ the most economically ctlicicnl way to collect it is over a broad Ixise and over the 
broadest number of businesses with as low q rate as possible. Taxing large passthrough businesses 
removes their unfair competitive advantage over taxable coiporaiions. and the revenue raised can 


^ Bciwccfi 15 iind 20 percent of ptinier^hip proHu. ^h)ec 1 to curporaie lav. See lontnoiei. 
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reduce the corporate rate. Just like other base-broadening measures under consideration as part of 
lax reform, this proposal will help promote economic growtJt.* 


Table .3. Partnerships with SlOO Million or More in Assets, 2008 


Number 

Avg. 8 of 
Partners 

Total Prolll 
(billiuiisl 

Avg. Profll 
{millions) 

% of Total (all 
sUc) Partner- 
ship Profit 

All Types 

18.180 

.300 

i 294 J 

S 16.2 

64% 








LU- 

6,8<W 

82 

S 27.0 

S4.0 

51% 

Other 

11,281 

434 

$ 266.4 

S23.6 

66% 







B> Broad ladustn Class: 

1 Fiiuuice 

0.8»t 

"*2^ 

$ 146.8 

S 14.0 

67% 


4.403 

116 

S 1.2 

Sl).3 

20% 

( ilher 

3,8d3 

708 

S 146.2 

S37.6 

62% 


IV. About Individual Tax Rates and Small Business 


Without congressional aciion. individual income tax rates will rise at llte beginning of 2013. 
Although there is general consensus that the so-oalled Bush lax cuts should be extended for low> 
and middle-income uixpayers, there is disagreement about whether tlic two top rales should be 
allowed loconiiiuie at their 33 and 35 percent leveitt or revert to their pre-2t)0l levels of 36 and 3^.6 
percent. Proponents of the iower-raie option argue that raising the top two rates would impede job 
creation by passthrough businesses. 

Although only a small fraction (about 3 percent) of passthrough businesses would be afTecled by 
this individual income lax rale hike, the portion of passthrough business profits aflectcd would be 
much larger, fhere are many issues with interpreting data on passthrough businesses, and there is 
no one correct way to present them. However, a new technical paper from the Treasury Department 
has greatly increased our understanding of passthrough businesses and the lax situation of their 
owners.*' Based on data disclosed in this study, we can estimate that 44 percent of income generated 
by small business owners W'ould be alTecled by a change in the top two rates.'^' If we look at the 
income generated by all — not ju.st .small — business owners, 61 percent of that income would be 
alTocied by the rate change. 


* Muflin A. Sulltviin, "W hy Not t ax Large Passthroughs as Corporations'^* Tax Sates, June 6. 201 1 . 

" Maiiticw Kniltcl, Susan Nelsi^n, Ja<>rin DeDackL’r. John Kitchen, James Pearce, and Richard IVi&in/ann. "Methodology 
to Idcplil'y Small Businesses and Their Owneni,'' Office of Tax Analysis. Technical Paper 4. Aug. 2011. Fur moa* 
disciufsiim of this data, sicc Martin. A. Sullivan. "Should We Raise Taxes on Wealthy FmployersV " Tax Sows. Scpi. 12. 
201 1 and ’‘The Myth of Mora and Pop Business." Tax Sates. Sept. 12. 201 1. 

The Ttcasury study defines small passthruiighs as ihitse with less thun SI 0 million of gross receipts. The lax return 
data Treasury u.<>cfl does not include the number of employees ni pasHihrouglts. According to Census Bureau data Ibr 
2007. employers with hctiveen S7.5 million and SI I) million of grnss receipts had an aserage of 52 employees. This 
seems rcaMmahle. tSee Tohic 3, Receipt .Sj/e ol'nmployer Firms. 2007. htip;/vwMi\.i.-vnsus.go\/ccon smallhus.html.) 
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Does it folkiw that because rate increases would affect a significant portion of passthrougli business 
income that the Bush tax cuts should be extended to ail upper income taxpayers? I would strongly 
argue that it does not. Let me begin by calling your attention to Figure 4. It shows that ofall the 
high-brackei income subject to regular tax rales (that is, excluding capital gains and qualified 
dividends) about 30 percent is related to passthroughs. Onl> about 21 percent of ordinary high- 
brackci income is from passthrough cmpio>crs. And only about H percent of ordinaiy high-bmckci 
income is generated by small business employers. The bottom line is that most income affected by 
the rate change has nothing to do with small business employment. If the goal is to promote 
employment at small businesses, providing lax relief to all income in high brackets is an extremely 
inelTieicni wsy of achieving that objective. 


Figura 4. Composition of Income Affected by High •Bracket Rate Changes 


Other Ordinary income 
of Hfgh-lncome Taxpayers 
70% 


Non<Bus)nefts, Non<Employer 9% 

Large and Midsize Employer SfriaM Employer 
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Becau.se (as discussed below), there are aliemative methods of providing (ax relief to sniaJI business 
employers, there is no reason for the debate on extension of the Bush lax cuts lor high>incomc 
households to pivot on its impact on small business employment. Tlie merius of extending high-end 
rate cuts should be judged with relation to larger issues, such as: the need for deficit reduction, (heir 
impact on fairness, and their impact on the o\'erall economy. 

The best way to provide lax relief for small business is not through broad-brush policies like 
changes In high-end rates, but through tax relief targeted toward small business. Along those lines. 
House Majority Leader Eric Cantor is proposing a deduclion equal to 20 percent of passthrough 
income Tor businessc.s with loss ihan 500 employees.' ' Although this proposal is a far more cost- 
effective method of providing assistance to small business than a rate cut. it sulTers from two major 
problems. 


" Lric Canior, "Memorandum to House Republicans — First Ouancr Lcgislatitc Agenda.^ Pcb. I, 20)2. 
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First, it would require complex anti-abuse rules lo prevent high-brackel taxpayers from shifting 
non-business income into these new lax-advantaged vehicles. WiUioul those rules, passthrough 
businesses would become lax shelters for the wealthy. Second, the proposal is noi well targeted for 
encouraging job creation. For example, a small law firm with SI 0 million ofpront and only 10 
employees would gel half llie tax benefit received by a small service finn with S5 million in profit 
and 100 employees. Moreover, llie new deduction would provide no marginal incentive to increase 
cmplo>inenl. Ifeithcr oflhc firms in this example hired more employees, it would not receive any 
additional tax benefit.'" 


If we wish to use the lax code to promote small business job creation, the best approach would be to 
provide permanent deducitons or credits equal lo a percentage of each employee's payroll with a 
limit on the number of employees that can qualify. Thi.s would provide a simple and easy-to- 
understand incentive to increase and retain employees. Under this proposal, adding jobs would 
reduce taxes. Businesses with few employees and large profits would nut receive large windfalls. 

V. Conclusion: liow to Keully Help Small Busine.ss 


According to the latest esinnalesv .small businesses s'pent about 1. 75 billion hours and SI 5.5 billion 
on income lax compliance. ' ’ Most of the lime burden is for record keeping. And most of the 
financial burden is in paying for professional help. What about dilTerences in cost by firm size? 
Estimates shown in the Figure 5 confirm whai common sense would have us assume: small 
businesses face significant fixed compliance costs, and cost per employee decreases with firm size. 

The figures demonstrate the need for .small busmes.s tax simplification. Hie inordinately large 
Plaurc 5. Butinnis l-'edcnil Tax C'ompHjincc Burden. Per Rmplo>ec 



'* It is nho p(>.ssihl«; that piL<»ihrough employers appmudiinp the 5(X)-vinptoycc ihresliold tsould bv diwiouragcd from 
increasing employ menu and Uiui limis above the threshold miglu actually cut employment to quuliCy lor the new 
deduction. 
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ccinipliance costs faced by small businesses place a lax penalty on them dial is the economic 
equivalent ofa tax surcharge for being small. 1'hai distorts the allocation of capital away from small 
businesses and reduces economic growth. 

Of course, everybody wants a simpler tax system, Bui lawmakers need to understand that tax 
simplification is especially important to small businesses. In particular, the instability of the code 
caused by frequent lax changes and expiring lax pnivisions is a dram on the limited resources ofa 
small business. 

Simplification of proN'isions that particularly affect small husincKses should also be a priority. Along 
these lines. Congress should consider simplifying entity choices. Currently, the small business 
owner iniisi consider the advantages and disadvantages of choosing among four dilTereni fomis: 
sole proprietorship, piirincrship, Subchapicr S, and Subchapier C. Proposals arc already on the table 
that would give businesses the choice ofa simple partnership or. ii'circumstances warrant, a more 
complicated partnership regime. Graduated corporate rates should be entirely clinimaied, or small 
businesses simply should not he allowed to adopt Subchapier C status.''' 

Another promising approach for small husine.ss lax simplification is an expansion and simplification 
of cash accounting methods used lo compute income tax. In a recent paper in Tux /\V;/o . David 
Kautter and Donald Williamson propose that small business recognize income and deductions only 
when ca.s!i is received or expenses are paid." This proposal includes the elimination of calculations 
for depreciation and cost of goods sold which the authors believe will not reduce govemmcnl 
rcNcnuc and will increase compliance among small businesses and entrepreneurs. This i.s just the 
most recent in a long line of proposals for simplified accounting for small business. 

in-depth examination of tax rules required lo achieve small bu.siness lax simplillcalion is neither 
easy nor glamorous. But it is one surefire way to reduce business costs and promote economic 
growth with minimal damage to the deficit. 

* * * 

Thank you lor this opportunity lo comment on this important topic. 


Stic, (tcorgc K Yin and OmmU J. Shakoxs. "Rclonninij Jiul Simplifying Income ravuiion nfPrixitlc Business 
Lnicrpriscs." in loini ( ommiikc on I avalion. "Siudy of ihe Ux u-rall Siuic of ihc I'ederal l ax Sysicni and 
Kticoninicndalionv lor Simplillcalion." Vol. Ml. K’S*?-0I. JelTrey I.. Kxxult. "Taxing Pnvaliyfnicrpnsx* m ihv 
Nevx Millenniutii.’' 7 Vm Lm-ver. Vol. 51. No. 2. l‘W. Matiin A. Suit ix an. ‘TtuMiitisx Tax from ihe UoUom I 'p. 

Tux 17.2011. 

“ David Kauiicr and Donold Wllliams.im. **A Simplified Cash Mcihod of Accounting for Small Busmeas.** Tux Sp/ex. 
rcbauiry 1 1, 2012, 

'' Prcaidcni's Advisory Panel on federal Tax Kefonn. "Simple, fair, and (*ro»< iroxxih, Proposalu lo I ix Amenta’s lax 
Syxtern.” Nox . 2005;. treasury Depamncni. "Approaches to linproxe ihc CompetiiixenessulThe U.S. Business la.\ 
Systems for Ihc 2l.st Ccniury.” Dev- 201)7; President’s tconomic Recovery Advisory Board. "The Reptmon TiW 
Keform Option^: .Simpliflcaiion, Compirancc. und (‘tirpotule 1 a.vtilion," Aug. 2010; Nina f . (>l.son. "Iloxx lav 
(.ompicxity Minders Small Business: 1 he Impact on Joht. rcalion and Kcoiiomic Uroxxih.** I testimony of the national 
taxpayer advocate before the House Committee on Small Business). Apr. l.t. 201 1. 


Chairman CAMP. Thank you very much. And again, thank you 
all for being here and for your testimony. 

With most active business income and most of the private sector 
jobs coming from pass-through entities, it seems clear to me — and 
some of you articulated this — that for reasons of competitiveness 
and fairness, that tax reform should connect the corporate rate 
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with the individual rate, that reduction. And I think somebody 
used the words “tax parity.” 

We did that in the House-passed budget last year, and I know 
that the President’s tax reform framework that he released re- 
cently, when connected with his budget, would raise marginal rates 
on pass-through entities to 40 percent while cutting the rate on 
corporations to 28 percent, as I said in my opening statement, 
which is a spread of 12 points. 

I would ask each of you to respond. Do you think it is good eco- 
nomics to try to keep the top corporate rate and the top individual 
rate as close together as possible? And what are the risks of having 
a spread between those two? And I will start with you, Mr. 
Smetana. 

Mr. SMETANA. Thank you. I think that we need to recognize, 
in the pass-through regime, you have got two sources of income on 
the tax report. You have the earned income, wages, and then you 
have the business income. And I think the big distinction in terms 
of pass-throughs is that that earned income is different. 

It is taken out. It is used. The business-sourced income is kept 
in the business, typically. And, as I mentioned in my comments, it 
is the primary source of capital to sustain the business and to grow 
the business along with traditional financing. 

So I think it is vitally important that whatever policy that we 
adopt in terms of marginal rates, we try to retain as much of the 
capital in the businesses to sustain and grow as we possibly can. 

So therefore, any rate regime which causes an increase in the 
amount of taxation paid on that business source income will retard 
growth, and it will retard the ability for those pass-through entities 
to be competitive in an international and even a national scene. So 
therefore, I believe that one of the things we should try to make 
a distinction on is not where the income shows up on a tax return, 
but what the source of that income is. And I think that is very im- 
portant. 

Chairman CAMP. Mr. Martin. 

Mr. MARTIN. Well, I think it would increase my fees a lot of 
they did that. I would make a lot of money because I would be in- 
volved in the very difficult tax planning arena of helping my clients 
pay the least amount of taxes. And it would really harm the form 
of business that they wanted to operate in. 

By the way, I played golf at Oakland Hills and the country club 
at Detroit and couple other courses, but that is the best I can do 
on this. 

[Laughter.] 

Mr. MARTIN. I think it would be very harmful to force small 
businesses to operate in a form that saves them the most tax liabil- 
ity when it is not the form they really should be operating in. So 
I think that would be a huge mistake. 

Chairman CAMP. Okay. Mr. Tucker. 

Mr. TUCKER. I think one of the things we need to be aware of 
is that small business pays an enormous amount of fees to account- 
ants and lawyers to deal with the complexities that they have to 
deal with — the discrepancies in the law, deductions versus capital- 
ization, and the like. 
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I think a tax parity — and I am the one that used the words tax 
parity — would help immensely. I think the top rate for corporations 
that are not pass-through entities and for individuals should he the 
same top rate. 

Chairman CAMP. Mr. Kwall. 

Mr. KWALL. Chairman Camp, clearly, under existing law, I 
would agree that it is very important that there he a balance be- 
tween the maximum individual rate and the maximum corporate 
tax rate or else, we have seen in the past, when corporate rates 
were much lower than individual rates, there is pressure to use a 
corporation as a tax shelter. 

However, under my proposal, I would not allow closely-held busi- 
nesses access to the C corporation regime. I do not think they be- 
long in that regime. And if they are outside of that regime, then 
there are two independent regimes and it would not be a problem. 

Chairman CAMP. Okay. Mr. Nichols. 

Mr. NICHOLS. I would certainly endorse the whole tax parity 
approach that I think everybody is advocating soon here. I do not 
think there is any question that if you change the rates to be sig- 
nificantly different for C corporations and for pass-through entities, 
you are going to go back to the game-playing that I did experience 
at the beginning of my career between the lower C corporation tax 
rate, and the devil’s bargain of trying to get that money out in 
some form or another without paying the nasty double tax. 

Any system that enhances the gaming is — at the end of the day 
it is going to start a dynamic between the IRS and taxpayers that, 
frankly, just benefits the people sitting at this table but does not 
benefit the country. 

Chairman CAMP. All right. Mr. Sullivan. 

Mr. SULLIVAN. As Professor Kwall pointed out, the gaming is 
mainly a result of the ability of small businesses to use C corpora- 
tion status. And that should be eliminated. I look at it from a dif- 
ferent perspective. 

In the rest of the world, the clear trend is to reduce corporate 
tax rates to improve competitiveness; and then because there are 
tight budget deficits everywhere in the world, they have to make 
up the revenues somewhere else. And where they are making up 
the revenue is increasing rates on individuals. 

S I think we have to look at this more broadly. We have budget 
deficit problems. We have competitiveness problems. And the rest 
of the world, when they have had this problem, what they have 
done is lowered their corporate rate and increased their individual 
rates. And I believe those problems can be — the borderline can be 
policed with effective anti-abuse rules, and very simple rules. 

Chairman CAMP. Okay. I just have one other question. We have 
had suggested by some, and I think it is in the President’s tax 
framework, that certain large, closely-held entities should be sub- 
ject to a corporate tax rate or the double tax that comes with that. 
And they use the threshold, I believe, of gross receipts. 

My question is for Mr. Martin and for Mr. Nichols. Is it not bet- 
ter to have fewer business entities subject to double taxation than 
more? And if we cannot eliminate the corporate income tax, would 
it not be better to determine who can get pass-through treatment 
by using a business distinction, I think such as Dr. Kwall de- 
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scribed, whether the entity is complex or whether it is publicly 
traded. And I would like to get your thoughts on that. 

Mr. MARTIN. Well, to me, the elimination of double taxation 
would be an answer to all kinds of simplification problems. If we 
allowed corporations to liquidate with one level of taxation and 
made dividends deductible, as has been mentioned here, many, 
many S corporations would go away because that is why they were 
created to begin with. 

And certainly I do not think that we should be using the Internal 
Revenue Code to decide, based on a level of revenues, who should 
be a C corp and who should not be. As long as the tax rates have 
parity, I do not see any reason to have a forceful choice of an entity 
for anybody. 

Chairman CAMP. All right. Mr. Nichols. 

Mr. NICHOLS. I would have a couple of comments on that, and 
my written testimony deals with that in more detail. The $50 mil- 
lion test, for example, is extremely arbitrary. Theoretically, you 
could have one dollar of additional gross receipts that could trigger 
literally millions of dollars of additional tax because you are in the 
C corporation system rather than the S corporation system. 

And as I go into more detail in my written testimony, you are 
going to have to have numerous rules to deal with simultaneous 
where there are multiple entities. We have something like 440 
pages of regulations of consolidated return rules to deal with cor- 
porations that voluntarily group together to treat themselves as 
one entity. 

But you would effectively have to come up with — if there were, 
let’s say, two dozen affiliated entities in this structure you would 
have to come up with rules that were at least as complicated and 
probably many times more complicated in order to deal with that 
situation. That’s on top of the fact that double-tax C corporation 
treatment is not the preferred alternative, I think, on the part of 
anybody here. 

So I think it would turn out to be much more unworkable than 
it may appear on its face. And I would be happy to follow up with 
more detail on that. 

Chairman CAMP. All right. Thank you very much. 

Mr. Levin may inquire. 

Mr. LEVIN. Again, welcome. And Mr. Tucker, we will not do it 
here, but let’s compare notes; where we grew up, it was pretty 
close, including some of the markets we went to. 

Mr. Kwall, congratulations. Your five minutes was very succinct, 
really, very much so. In fact, all of you have been. And I think as 
we proceed with tax reform, which we must, I think it is useful to 
have a discussion like we are having here. 

I went back and looked at some of the Joint Tax materials that 
we received earlier, and it was really interesting. Some of it was 
a bit surprising. For example, on the distribution of these various 
entities by asset size, for C corporations, 97 percent of assets are 
held by those with over 100 million. So we are dealing mostly with 
C corporations that are rather large. 

And it was interesting, that was more mixed as to S corpora- 
tions, quite a bit more mixed. But as to partnerships, 75 percent 
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of assets are held by those with over 100 million in assets. So I 
think we need to look at facts like that. 

In terms of business shares, it was also interesting that now 
pass-throughs, this is, I think, given to us by Joint Tax, have 49 
percent of the net income and C corporations 51 percent. And of 
that, the partnerships have the larger part, though not a vastly 
larger part, of the business shares. 

Also, there was a recent article in the New York Times, based 
on figures from the Bureau of Labor Statistics that I think all of 
us should look at that. In terms of job growth, between April 1990 
through March 2011, it said that over that period, employment at 
larger companies rose 29 percent while employment at smaller 
companies rose by less than half as much. 

But also, and the data will become, I think, clearer, they said, 
later this year, that small companies seem to be more nimble when 
it comes to various economic impacts. So I think as we go forth and 
talk about tax reform, that all of us should look at the materials 
from Joint Tax and the Bureau of Labor Statistics. 

Let me just ask you, Mr. Martin, in terms of the position of 
NFIB, whose members overwhelmingly support permanently ex- 
tending the current 2001 and 2003 tax rates, has the organization 
spelled out how it would pay for that extension? 

Mr. MARTIN. If they have, they have not told me. 

Mr. LEVIN. We are talking about trillions. 

Mr. MARTIN. I understand that. 

Mr. LEVIN. When they tell you, let us know. No, seriously, it is 
a major, major issue, and I think everybody has the responsibility 
of indicating how they would pay for these items in view of our def- 
icit challenge. So maybe you could ask them to be in touch. 

Mr. MARTIN. I will ask them to get in touch with you. 

Mr. LEVIN. Thank you. 

Mr. Sullivan, just quickly, I just want you to emphasize this. On 
page 9, and your chart shows this, you say, “Only about 8 percent 
of ordinary, high-bracket income is generated by small business 
employers. The bottom line is that most income affected by the rate 
change has nothing to do with small business employment. If the 
goal is to promote employment at small businesses, providing tax 
relief to all income in high brackets is an extremely inefficient way 
of achieving that objective.” 

Could you elaborate? 

Mr. SULLIVAN. Yes. This data is actually — as people who work 
through pass-through data know, it is very hard to work with. It 
is very hard to interpret. There has been a new study that came 
out in August of last summer, a technical study from the Treasury 
Department, that made this type of linkage between small busi- 
nesses and small business owners possible. And so we really 
weren’t able to — this is new data. You have not seen anything like 
this before. 

And one thing that comes out of it is wealthy, high-income 
households, most of their income has nothing to do with — it is 
wages. It is interest income. Most of it has nothing to do with small 
business. And that is what comes out clearly in this data. 

Mr. LEVIN. Thank you. 

Chairman CAMP. Thank you. Mr. Merger is recognized. 
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Mr. MERGER. Thank you, Mr. Chairman. 

Mr. Martin and Mr. Nichols, both of you mentioned in your writ- 
ten testimony the importance of Section 179 expensing rules for 
small businesses. Coming from a small business background, I 
have long supported the expansion of Section 179 so small business 
owners can write off their investment in the current tax year rath- 
er than depreciating them over an extended period of time. 

Could you comment further on why this policy is important and 
how small businesses would be affected if the expensing allowance 
were reduced to 25,000, as is currently scheduled to occur next 
year? 

Mr. MARTIN. Well, I can address it from the perspective of my 
client base. I think 500,000 is high enough. I don’t think it needs 
to be raised, even though I think NEIB would support, I think, 
would support an increase in that expensing election. 500,000 is 
high enough in my tax base. 

It is not just the complexity issue. The complexity of keeping de- 
preciation records is not a big deal. I don’t have one client that 
knows how to calculate depreciation; I do it for every one of them. 
So putting it into software, it is not really a complexity issue for 
me, although that is argued by a lot of people. 

It is the availability of capital. If you can get a deduction for 
equipment that you are buying, you are much more apt to buy it, 
for one thing. You are more apt to be more efficient in your busi- 
ness, generate more profits, put investment in the capital equip- 
ment industries. There are just a tremendous number of benefits 
to increasing that expensing election. I would be very much in 
favor of maintaining it at $500,000. 

Mr. MERGER. Thank you. 

Mr. Nichols. 

Mr. NICMOLS. I think that is a critical provision. Erankly, it 
was brought home to me early in my practice. A client called me 
up. Me had just made his first million bucks, and he had quickly 
invested that million bucks buying capital equipment and all sorts 
of other things he needed in his business. Me called me up and 
said, “We have got a problem. My accountant tells me I owe taxes.” 

And I started to explain to him all of the depreciation rules and 
that he does not get an immediate deduction for all of that. 

Well, he did not let me finish. Me said, “Tom, you do not under- 
stand. I have no cash,” and that, frankly, is for a lot of closely held 
business how they look at things. That is a matter of survival for 
them. That is what they look at. That is how they analyze their 
business. That is how they analyze the success of their business. 

So obviously, having the expensing rules available at the current 
levels or maybe even increased is very important, I think, for close- 
ly held business. 

Mr. MERGER. Thank you. 

That is certainly my experience, and as I talk to small businesses 
I do not think that these points can be emphasized enough. 

In looking at the data on privately held companies, one thing I 
found somewhat surprising is the number of very small companies 
that are organized as C corporations and subject to the entity level 
tax despite the apparent advantages of pass-through status. Ac- 
cording to the Joint Committee on Taxation, about one in four C 
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corporations had less than 25,000 in total receipts in 2009. My 
sense is that many of these companies may he trapped in C cor- 
poration status by overly restrictive tax rules for companies who 
want to convert to S corporations. 

I would like to get your thoughts on why so many small busi- 
nesses are organized as C corporations. As part of tax reform, 
should we look for ways to make it easier for closely held C cor- 
porations to transition into a pass-through regime? And starting 
with you, Mr. Smetana. 

Mr. SMETANA. My opinion is that the fundamental reason you 
see so many of them is that they are not getting good tax advice. 
Really for an entity, especially a small receipts entity, the double 
level taxation and the marginal rates of approximately 60 percent 
really are inappropriate for reinvestment. 

The other cause that we typically see is just longstanding small 
companies that were originally formed as Cs before they had op- 
tions typically do not switch. Built in gains considerations are cer- 
tainly a factor if they are on the LIFO method of accounting. They 
have a catch-up tax payment due. So there are economic reasons 
as well that I believe prevent them from converting to a more ap- 
propriate tax regime for their business. 

Mr. MERGER. Mr. Martin. 

Mr. MARTIN. Since the Tax Reform Act of 1986, I think I have 
only had two clients come to me where I advised them to be C cor- 
porations, and that was because of fringe benefit reasons. There 
are some fringe benefits only available to C corporate level employ- 
ees, not to S corporate level employees, and that was going to be 
a significant benefit to them. 

Other than that, they have all elected to be S corporations. There 
was a forgiveness year when the Reform Act of 1986 was passed, 
which allowed people to convert without built-in gains. The built- 
in gains burden is significant. My policy is to ask my client are you 
going to retire within ten years. If they expect to retire within ten 
years, we try to elect S corporation and get out of it. 

There are some cases, like a cash basis business, you really can- 
not elect to be an S corporation from being a C corporation because 
you have to pay tax on all of the receivables in the next year. You 
really cannot do it. So they are locked into that position. 

Chairman CAMP. All right. Thank you. The time has expired. 

Mr. Johnson is recognized. 

Mr. JOHNSON. Thank you, Mr. Chairman. 

Mr. Martin, you testified that an important simplification meas- 
ure for small business would be to increase the threshold for cash 
accounting from five million to ten million in revenue. Can you ex- 
plain how doing so would ease the administrative burden for small 
business? 

Mr. MARTIN. Accrued income and accrued payables could just 
be completely ignored. Calculation of the wages that are due for va- 
cation pay payable or sick pay payable, it takes me an hour at least 
at the end of the year to do that for a client if they are on full ac- 
crual method. If they are on cash method, we just ignore it, do not 
have to deal with it at all. 

So simplicity-wise it is a great benefit. The IRS has been pretty, 
I guess, accepting of small businesses because they passed revenue 
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procedures for one million dollar levels for all businesses and $10 
million levels for some businesses. I would like to make that $10 
million for all businesses. It would save my clients a lot of cash 
flow. 

Mr. JOHNSON. Yes. Would it require some other changes to the 
code or just that? 

Mr. MARTIN. No, all you would have to do is just that. The 
phase-in last year, the last time they did it, they were very accept- 
ing in terms of how the phase-in was done. It was very easy to do, 
and if they did the same thing again, it would be a huge benefit 
to small business. 

Mr. JOHNSON. Thank you. 

Now, Mr. Nichols, you testified the proposal in the President’s 
corporate tax reform framework to increase the threshold for small 
business to use cash rather than accrual accounting from five mil- 
lion to ten million in revenue would not benefit the vast majority 
of closely held businesses. Can you elaborate on why you think that 
is the case? 

Mr. NICHOLS. I must admit that I am not as familiar with the 
President’s proposal. 

Mr. JOHNSON. Neither am I. Do not worry about it. 

Mr. NICHOLS. But just to be honest, I think there are a lot of 
closely held businesses that for banking and other reasons, end up 
using generally accepted accounting principles anyway, and they 
get used to using the generally accepted accounting principles in 
terms of analyzing their business and their profits and losses. 

I would not want to say that it would not help anybody, because 
there are no doubt situations where it would. On the other hand, 
there are many businesses for whom I do not think it would make 
a great deal of difference, and there are some that will actually af- 
firmatively elect accrual basis treatment simply because it is easier 
to keep both their tax accounting and their regular books on the 
same basis. 

So in terms of the list of things that would be useful and helpful 
for closely held business, I cannot say that this would have no 
value, but I do not think it would be at the top of my list. 

Mr. JOHNSON. Thank you, sir. 

Thank you, Mr. Chairman. I yield back. 

Chairman CAMP. Thank you. 

Mr. Neal is recognized. 

Mr. NEAL. Thank you, Mr. Chairman. 

Since 1986, the number of corporations has dropped 28 percent 
while the number of pass-throughs has grown by 102 percent. The 
1986 pass-throughs earned 40 percent of all business income. 
Today they account for nearly 60 percent of the income earned by 
all businesses. 

Some have suggested that this change is in large part due to tax 
considerations, as Mr. Herger noted, and others have taken a dif- 
ferent position, indicating that multiple reasons exist for this shift, 
including the growth of the service sector, ease of administration, 
and the fact that you can get limited liability and still get pass- 
through treatment. 
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To the witnesses here, what are your views on the reasons be- 
hind this shift? Mr. Sullivan, you touched upon this. And what do 
you think about the trend and whether or not it is a problem? 

What implications does the increasing proportion of business in- 
come that is being taxed as individual income have for an issue 
that is close to all of us, and that is the issue of tax reform? 

We will perhaps start with you, Mr. Sullivan. 

Mr. SULLIVAN. The invention of the limited liability company 
was in the mid-1990s or the early 1990s, and that after the 1986 
Act just made it open season for larger businesses to have the ad- 
vantages of limited liability and the exemption from the corporate 
income tax. The problem that this causes, it is a benefit for these 
companies, but there is a disparity. Some large businesses pay cor- 
porate tax. Some do not, and that is an arbitrary distinction with 
no economic basis. 

Mr. NEAL. The other members of the panel? Yes, please, Mr. 
Nichols. 

Mr. NICHOLS. I think the treatment of closely held businesses 
is a matter of critical importance, but if we start to focus on having 
different systems for the two, that is problematic. 

And I would want to respond to something that was said earlier. 
If we start to focus and we essentially allow publicly held and larg- 
er corporations to essentially retain earnings at a lower rate, which 
is what I think has been suggested, and we do not allow pass- 
through entities to retain their earnings at that same lower rate, 
that to me is an arbitrary advantage that you are giving to the 
larger corporations, and I see no reason to do that. 

Another thing is the pass-through system itself: it is the most 
logical one I have seen. I have seen business owners convert espe- 
cially around the Tax Reform Act of 1986 convert from a double tax 
system to a single tax system, and they literally stopped spending 
as much time worrying about taxes because they paid taxes once. 
They pay them right away. They reserve for them, and then they 
are done. And then they think in terms of their business. 

So from the standpoint of moving forward on tax reform, pushing 
toward a single tax system is very beneficial and at the end of the 
day constructive in my opinion. 

Mr. NEAL. Mr. Kwall. 

Mr. KWALL. In terms of the shift, I think a large part of it was 
attributable to the 1986 tax reform and two changes that occurred 
at that time. One was the parity between individual and corporate 
tax rates that was created because prior to 1986, corporate tax 
rates were much lower. It was aspirational to use the C corporation 
regime to get the advantage of those lower corporate tax rates. 

Secondly, after 1986, you could no longer sell a C corporation 
business without the imposition of a heavy corporate tax on the 
gain. It used to be just one shareholder level tax on the gain when 
you sold a C corporation business, but now there is a big tax at the 
corporate level. It is a capital gain, but there is no reduced capital 
gains rate for corporations. So it is a prohibitive cost on any busi- 
ness that thinks it is going to be successful. 

Mr. NEAL. Mr. Tucker. 

Mr. TUCKER. I think you are seeing two things. Number one, 
the Internal Revenue Service recognizes the limited liability com- 
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pany would be taxable as a partnership, not a corporation. It start- 
ed in Wyoming in 1977, but it wasn’t until the late 1980s that the 
Revenue Service allowed it. That enabled your client to have a 
shield from liability as a limited liability company, even if they 
were managers, even if they were the business people running the 
business. 

Corporations have enormous risk of complexity, equity versus 
debt, reasonable compensation, audits on a continuing basis, and 
you need simplicity, lack of complexity and the ability to run the 
business, not to be afraid of taxes at all times. 

Mr. NEAL. Mr. Smetana, you had your hand up and then we will 
come back to Mr. Martin. Just a few seconds. 

Mr. SMETANA. Quickly, again, it goes back to the fundamental 
economic principle of business. Privately held companies, closely 
held companies elect this form and it is increasingly so because 
they get to retain more cash in the business. That is a fundamental 
economic driver of growth and maintenance and jobs and economic 
activity at these corporations. 

I would also make a comment that whether you are in a pass- 
through regime or a corporation, the entity is still covering the tax. 
So I think it is an important distinction to make that that cash 
does still come out of the business regardless of which regime you 
are taxed on. 

Chairman CAMP. All right. Thank you. The time has expired. 

Mr. Brady is recognized. 

Mr. BRADY. Thank you. 

I would like to follow up with Chairman Camp’s questioning in 
favor of taxing income of closely held businesses only once. The 
White House often speaks of the pass-through business form as if 
it is some type of loophole that is used to avoid the double taxation 
business income that applies to C corporations. 

In fact, in the corporate tax reform framework, the President re- 
cently proposes to double tax the income of certain unspecified 
large pass-throughs. So my question: in this struggling economy, as 
we look for companies to invest and create jobs, what would the 
President’s proposal do by proposing double taxing some of our 
pass-throughs? 

Mr. Smetana, and we will run down the row. 

Mr. SMETANA. Sure. We actually did an analysis of the Presi- 
dent’s proposal. First of all, the increase in the marginal tax rates 
would cause our company to only retain approximately 40 cents of 
every dollar of profit we earned versus 60. That would certainly de- 
crease our opportunities in terms of reinvestment and growth. 

Secondly, the provisions related to lengthening out the deprecia- 
tion schedules also moving us to the corporate regime and the 
elimination of the last in, first out accounting method for compa- 
nies that hold inventory would create an additional five to $6 mil- 
lion a year in taxes to our corporation, again, reducing our ability 
to fund the business and invest in the business. 

And certainly the LIFO impact on us, on a business that holds 
inventories in an inflationary environment over the last three dec- 
ades would cause roughly an $18 million tax burden on our com- 
pany that we would have to pay over some amount of time, again, 
money that we would have to find either out of future earnings or 
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borrow against, which again would limit our ability to grow and 
maintain the company. 

Mr. BRADY. The President or at least the White House views 
LIFO as some type of accounting gimmick, some type of subsidy 
loophole that businesses apply to. It is a traditional form of ac- 
counting, and that change would, in my understanding, hit compa- 
nies with inventories in a major way. 

Your thoughts? Is that a loophole? 

Mr. SMETANA. I believe that is a sound economic principle if 
our objective is for companies to maintain a sustained inventory in- 
vestment, and simply put, the LIFO method of accounting allows 
a company to reinvest every dollar of profit on the increase in that 
inventory cost back into inventories. 

Otherwise companies would have to find either 40 or 60 cents, 
depending on which tax regime they are, in our case 40 cents of 
every dollar of profit. We would have to either borrow or take out 
of other economic activity just to maintain the same amount of in- 
ventory investment. 

Mr. BRADY. Thank you. 

Mr. Martin, on the original issue of taxing pass-throughs in a 
double sense. 

Mr. MARTIN. I have already expressed that I am very much op- 
posed to double taxation. I like to think of the word “fairness,” and 
when I stand up in front of my classroom and I am teaching 30 
students about the tax law, I am very quick to tell them that cer- 
tain things in the law are fair. Some of them have no equity at all 
and it does not make any sense, but are there maybe for social rea- 
sons or whatever. There have been allusions today to generally ac- 
cepted accounting principles. Generally accepted accounting prin- 
ciples recognize what is known as the matching principle. LIFO 
very much adopts the matching principle which says that we match 
current cost with current revenues. The non-LIFO methods of ac- 
counting do not, and they are very expensive for companies to 
adopt. LIFO has not been a big deal because inflation has not been 
rampant over the last ten years or so, but there are some heavy 
industrial companies that have been using LIFO for a long time. 
If LIFO were disallowed, they would pay a heavy penalty. 

Mr. BRADY. That is what I understand. Thank you. 

Mr. Tucker. 

Mr. TUCKER. I think one thing that people forget is in a pass- 
through entity, the owners are taxed irrespective of whether they 
receive distributions and, therefore, very often they are being taxed 
without receiving the cash, as somebody noted before, but the cash 
is being used for the business. They have elected to do that. They 
are willing to do that. 

To penalize them either because they are bigger or to penalize 
them because of some other reason would result in double taxation, 
and they are already paying the taxes on the income. But taxing 
the companies that grow these businesses because the growth has 
been in pass-through entities is wrong. It is just erroneous. 

Mr. BRADY. At the end of the day the economy suffers. 

Mr. TUCKER. Everybody suffers, the economy and workers. 

Mr. BRADY. Thank you. 

Mr. Kwall. 



99 


Mr. KWALL. You really need a rationale for double taxation, and 
under current law, the rationale seems to be public trading. If you 
are publicly traded, you are subject to double taxation. 

So if the line is to be moved, there should be a rationale for the 
movement, and you also want a line that is going to work well and 
work as a good division. 

I think public trading historically has worked reasonably well. So 
if you are going to substitute some other standard, you need to 
make sure that it is going to do the job and actually 

Mr. BRADY. Rationale is not necessarily a prerequisite to policy 
changes as you know in Washington. 

Thank you all very much, Mr. Chairman. 

Chairman CAMP. Thank you. 

Mr. Tiberi is recognized. 

Mr. TIBERI. Thank you, Mr. Chairman. 

Just two questions if the panelists could answer them quickly, 
and some of you talk about them in your testimony, the two ques- 
tions. The Chairman has been quite clear that he believes that we 
should provide comprehensive tax reform or go in that direction. 
Some in this town believe that we could just do corporate only and 
that would be fine. 

If we could start from the left and go to my right, what would 
your opinion on that be? 

Mr. SMETANA. We need to have comprehensive reform, period. 

Mr. TIBERI. Mr. Martin. 

Mr. MARTIN. I agree we need comprehensive reform as well. We 
cannot have divergence of tax systems. You just add tremendous 
burden on small business. 

Mr. TUCKER. I like being in the center. I am neither on the left 
nor the right. On the other hand, I truly believe we need com- 
prehensive tax reform. It is time for it. It is really time. 

Mr. TIBERI. Thanks. 

Mr. KWALL. I would agree with my colleagues. We are definitely 
in need of comprehensive reform. 

Mr. TIBERI. Mr. Nichols. 

Mr. NICHOLS. My guess is we are going to have unanimity on 
this one. I do not think there is any question that comprehensive 
tax reform makes sense. Comprehensive tax reform makes sense, 
and anything other than that essentially risks us going back to the 
game playing that we had before the Tax Reform Act of 1986. 
There is no need to go backwards. 

Mr. TIBERI. Mr. Sullivan. 

Mr. SULLIVAN. Let me put it even a little more strongly than 
the panel has put it. I believe you should start with small busi- 
nesses and then move to the larger businesses because I have been 
around a few years. There is a tendency to forget small businesses 
once the big issues come up. To prevent that bias from occurring, 
start with the small and the large will take care of itself. 

Mr. TIBERI. Thank you. 

I met with a group of farmers from Ohio yesterday. In your testi- 
mony, Mr. Smetana, you mention about privately held companies 
and their need for planning, long-term planning, and these farmers 
were talking about that. In fact, as you probably know, farmers 
sometimes plan not only decades but generations, and one farmer 
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in particular was distressed over the Tax Code and how com- 
plicated it had become to him and his family. 

Can you talk about the differences in comprehensive tax re- 
form — we can start again from my life — and how we should apply 
the differences between closely held family enterprises versus pub- 
licly held companies and the differences between long-term plan- 
ning versus short-term planning? 

Mr. SMETANA. Sure. I think it is a very important distinction 
because, as I said in my testimony, most privately held or closely 
held companies have time frames that are years or even genera- 
tions, and so, therefore, there are several considerations. 

One is certainly the sustainability of the business, and that is 
largely based on the amount of cash flow that the company can 
generate on an annual basis and over a period of time and retain 
in the business to sustain itself. 

On the longer term basis, the shift in generation to generation 
is extremely important, and you need closely held companies, par- 
ticularly family owned ones. Because of the onerous level of tax- 
ation at the time of death of an owner, we have created a situation 
in this country where the mere form of organization creates a dis- 
tortion between a company that is one owned by a closely held fam- 
ily versus one that is owned in a different form of structure to the 
point where the family owned business, in effect, has to have 
enough liquidity or try to plan if they possibly can for enough li- 
quidity to pay the tax at the time of death of one of the owners. 

What typically results is that, as some of my colleagues in FEI 
have said, we end up doing unnatural acts to try to prevent a ca- 
tastrophe at the time of death and the loss of jobs and economic 
activity, and that typically results in diverting economic activity 
away from the business to try to preserve that. 

It just do not seem to make sense to me that at a time when we 
are trying to preserve jobs and trying to preserve economic activity 
that the death of an owner should cause some interruption in that 
activity, especially on a going concern. 

Mr. TIBERI. Thank you. 

Mr. Martin. 

Mr. MARTIN. I think most of you received a copy of a study by 
Mr. Carroll who basically identified the agricultural industry as the 
hardest hit industry in this country if we had different tax rates 
for businesses whether they are owned as C corporations or are 
owned as pass-through entities, so a very, very unfair result I 
think. 

My clients operate from the checkbook. Small businesses want to 
know if they have enough money to pay the payroll every week. 
They are only thinking about succession if I force them to or if they 
get to the age where they really have to or if they have children 
who are kind of pushing the issue on them to deal with it. They 
do not want to talk about it. They do not want to deal with it. It 
is a closely held situation with families. 

Small businesses are on a short-run decision making process. 
They fire people last. They hold onto them because they believe in 
them. They trust them. When they hire them, they have longevity. 
If you work for a small business, even though there is very rarely 
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a union, you have longevity with that business. They support you 
in that position. 

Chairman CAMP. All right. Thank you. 

Mr. Davis is recognized. 

Mr. DAVIS. Thank you, Mr. Chairman. 

I would like to follow along a little on that line of questioning, 
just having worked in the manufacturing world and its various 
tiers before coming to the Congress. I think that the underlying 
premise in this discussion is we want to address the rate issue, 
which is very real, but there is another other tier of issues under- 
lying that. I have an example I want to put out and seek some 
comment on how we harmonize this, knowing that our premise for 
discussion is a revenue neutral reform. 

And it is very exciting to be part of the dialogue to try to change 
the underlying process to stimulate the creation of job, especially 
encouraging small business owners. 

Let’s look at the automotive industry as an example. The OEM 
or their Tier 1 suppliers invariably are international businesses. 
They will be located in multiple sites, integrated information and 
financial systems, supply chains that transcend the borders. Rates 
become a big issue. Those companies are operating on an accrual 
basis by and large. They are dealing with capital investment in a 
different way than, say, the Tier 2 or Tier 3 suppliers might be ad- 
dressing the issues, to Mr. Martin’s point, functioning from the 
checkbook. 

I have worked with a lot of suppliers that, in fact, did that, very 
successful businesses, but they were much more cash oriented. 
They were often cash basis accounting. They did not like the idea 
of rates, but for the most part, they were pass-through entities for 
all practical purposes because you typically had a family or a col- 
lection of families that had started this business and grew it, where 
LIFO is a huge issue. 

Capital investment for machine tools, I watched a number of 
businesses, two in particular, that walked away from, say, pur- 
chasing five axis vertical mill technology because they were uncer- 
tain about what their depreciation schedules were going to be, you 
know, dealing with that aspect. 

England has tried some interesting approaches in harmonizing 
these issues at some various reforms. There is a lot of talk around 
the world about different schedules, you know, and how to deal 
with these issues. I am going to premise my question as someone 
who wants to see us go got a territorial system, have the ability 
of this rate issue to be addressed, but what I would like you to 
comment on in terms of reducing complexity, especially for small 
business: how do we address this issue of maybe giving the smaller 
businesses some options to address the issues like LIFO, to address 
the issues like depreciation, to encourage capital investment when 
they are functioning on the checkbook or cash basis and still hit 
revenue neutrality? 

Maybe start with Mr. Smetana first and then open it up to the 
panel. 

Mr. SMETANA. Sure. A couple of quick comments. First of all, 
I think there are a lot of allusions to the size of the corporation, 
and I will just say I think in the case of deciding policy, in this case 
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size does not matter. It is really the form of organization and what 
we are trying to do with the economic activity within that business. 

You know, me and my colleagues compete with companies of dif- 
ferent sizes. So I think the level playing field is to create all busi- 
nesses, regardless of their form or size to be able to have the same 
advantage. 

With respect to simplicity though, I do think that we can recog- 
nize that smaller formed companies do have some more complex- 
ities than larger ones in terms of maintaining current Tax Code 
and compliance, and I do think that it would be appropriate to look 
at levels and limits that are appropriate and typically used by 
smaller entities to have access to quicker deductions than perhaps 
larger companies with respect to recognizing that fact without 
changing the fundamental text related to the form of the organiza- 
tion. 

Mr. DAVIS. Thank you. 

Mr. Martin. 

Mr. MARTIN. I would say that I do not know how to make it 
revenue neutral, but for a small business to have 

Mr. DAVIS. Let’s imagine CBO actually has formularies that re- 
flect the way you actually do business for a moment. 

Mr. MARTIN. Okay. When I was a representative to the White 
House Conference on Small Business in 1986, the number one 
issue voted by the representatives there was to have no changes in 
the tax laws for two years. Small businesses would love to have no 
changes in the tax law for two years or more in terms of managing 
their business. That just gets it out of their mind completely. They 
do not have to worry about it. They do not have to call me once 
a month to ask me what the issues are. 

I would say adopt the changes you are going to adopt, and then 
somehow put limitations on some future Congress. I know that is 
not something that is done, but small business would love to have 
that fixed right. 

Mr. DAVIS. Mr. Tucker. 

Mr. TUCKER. I would like to concur with what was just said. 
One of the worst things that we face every single day is not know- 
ing what the law is going to be next year or the year after, and 
therefore, are you embarrassed because you made an investment 
this year and only got to write off 25,000, but if you had just wait- 
ed until next year, it would have been 100,000 or 500,000? 

You need to bring stability into the Internal Revenue Code for 
all business. 

Chairman CAMP. All right. Thank you. 

We do have the prospect that we are facing of all tax policy ex- 
piring at the end of this year. So we really do not have the option 
of not doing anything. 

Mr. Reichert is recognized. 

Mr. REICHERT. Thank you, Mr. Chairman. 

So-called flow-through entities or those businesses that pay taxes 
through individual codes play a huge role in our economy, as you 
all know. Fifty-six percent of the jobs in Washington State where 
I am from are sustained and created by these businesses, and they 
account for 69 million people across the United States, and they 
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cannot be neglected in the tax reform effort that we are involved 
in here. 

So, Mr. Nichols, first I want to thank you for your comments sup- 
porting the extension of the five-year built in gains holding period. 
This shorter, more reasonable holding period unfortunately expired 
along with other tax extenders at the end of last year, and as you 
mentioned, I have introduced bipartisan legislation, H.R. 1478, 
with Mr. ffind from Wisconsin, to improve many of the rules gov- 
erning S corporations, including making permanent an extension of 
the five-year built in gains holding period. 

And, Mr. Martin, you mentioned this is one of the issues that you 
pointed out would be very important for us to address going for- 
ward also. 

The IRS statistics suggest that thousands of U.S. businesses 
should be sitting on appreciated assets that could be put to better 
use. In an economy short of capital, it just makes sense to allow 
these businesses increased access to their own capital. 

Mr. Nichols, can you explain the purpose of the built in gains tax 
and why the five-year holding period is more reasonable than the 
ten-year holding period? 

Mr. NICHOLS. Well, the built-in gains tax was originally adopt- 
ed primarily to prevent people in C corporation status to convert 
and avoid essentially the double tax on the sale of the business, 
and I have never been convinced that paying only one tax is a tax 
loophole and paying two taxes is appropriate policy, but that was 
the policy, it seems, behind the built-in gains tax. 

In terms of how the built-in gains tax works to free up capital, 
essentially I have got a situation. Fortunately it is a client who has 
already been an S corporation for a while, but they have got a piece 
of property, and they want to buy a new, bigger piece of property, 
expand their business, hire more employees. If they were subject 
to the built-in gains tax, what they would have to do is sell their 
old property, pay double tax on that property, and then essentially 
turn around and invest those proceeds in the new property. 

Now, they cannot qualify for Section 1031, the like-kind ex- 
change rules, because they have got to operate their old facility for 
a period of time before they can move into the new facility. And 
so as a consequence, if they were seriously considering doing ex- 
actly that, but if they were in a position where they would have 
to pay double tax, which is what the built in gains tax regime is, 
they would essentially be trapped into that for five years or ten 
years. 

Obviously, five years is a heck of a lot better than ten years in 
terms of waiting to utilize this capital. 

Mr. REICHERT. Thank you. 

Mr. Martin, would you like to comment? 

Mr. MARTIN. I had a client that I asked when he was going to 
plan to retire at age 50 and he said age 60, and then at age 55, 
he decided that he had had enough. He had converted on my advice 
at age 50 to be an S corporation, and I said to him at the time, 
“You know, when you convert, you cannot sell your principal piece 
of real estate here which is fully depreciated and worth a lot of 
money for ten years.” 
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And that is what happened. He sold the rest of his business. He 
did not sell the real estate until the ten-year time frame was up. 
That was not good for him. That was not good for the economy. It 
was not good for the buyer who bought the piece of property, but 
here was the tax law dictating what would happen in his operation 
of his business. It was kind of crazy. 

You know, five years is a whole lot better than ten years. Five 
years kind of takes into account unusual things that happen unbe- 
knownst to all of us. 

Mr. REICHERT. Well, thank you, gentlemen, for your answers, 
and I yield back. 

Chairman CAMP. Thank you. 

Mr. Roskam is recognized. 

Mr. ROSKAM. Thank you, Mr. Chairman. 

And, again, Mr. Smetana, thank you for coming at our invitation 
to give a perspective. 

In our district in suburban Chicago, we have got a tremendous 
amount of pass-through entities who are job creators and employ- 
ers and just a tremendous amount. I was at a company not long 
ago touring the plant floor, and the owner said to me, “Congress- 
man, the smart move is for me to put three-quarters of a million 
dollars into this production line, but I am not going to do it, and 
one of the reasons, not the only reason, but one of the reasons,” he 
said, “was Washington tells me I am rich, and I am not going to 
do it.” 

You mentioned sort of the long-term planning in terms of the 
pass-throughs. You mentioned the generational aspect. Could you 
reflect on that, just be a little bit more expansive on it? 

What is the impact when Washington tells Eby-Brown you are 
rich? 

You know. Congressional Research Service a couple of weeks ago 
reported that nearly 60 percent of all business income is reported 
through the individual income tax system, and 62 percent of that 
amount is reported by those that the President calls wealthy. 

Can you give us the lay of the land on how that has an impact 
at your end of the rainbow? 

Mr. SMETANA. Sure. As I said, you know, we were a family 
owned company for, you know, decades, and we were not big at one 
time, but we became big, and the reason we became big is because 
the family was able to reinvest its after-tax cash flows back into 
the business, with a little help from the banks from time to time 
to finance the business to grow. 

So you know, the fact that we are big and the fact that the fam- 
ily has been able to commit to the business and grow its employee 
base, grow its asset base, grow economic activity, you know, is real- 
ly the fundamental point about it. The fact that we are large 
should not really dictate whether the family can keep 40 cents or 
60 cents of its profits. In fact, I would clearly tell you that if the 
family only got to keep 40 cents of its profits, we would be a small- 
er business than we are today with less employees, less assets, less 
economic activity. 

I also think that fundamentally, as Mr. Kwall talked about, there 
is an important distinction between the double taxation regime 
over corporations which is mostly public formed corporation. An in- 
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vestor in a public corporation is really a trader of securities, and 
if the government wants to tax that trading activity as a separate 
economic activity, I suppose it can decide to do so. 

But to try to equate that with the income derived out of a closely 
held business which is left in the business; closely held owners do 
not actively trade the business as a holder of a C corporation stock 
does, a publicly held C stock; so, therefore, I think you have to 
make that distinction in tax policy, and I think that distinction 
helps those privately and closely held investors make decisions to 
reinvest in their business. 

Clearly, from our perspective as we look at our business plan- 
ning, the most important things to us are the ability to retain as 
much cash as we can in the business on an after-tax basis and the 
certainty which we have when looking out forward when we make 
decisions. And our investment decisions in business are not typi- 
cally a quarter at a time or a year at a time, but multi-year in na- 
ture. 

It has been very difficult over the last several years to make 
those decisions, and I would submit to you that many investment 
decisions are not being made because the fear of the marginal rate 
increase, which has been delayed from time to time, but only at the 
last minute, which has really put a crimp in making good economic 
decisions for the long term. 

Mr. ROSKAM. This Committee and this Congress in the coming 
months are going to have decisions to make as it relates to the ex- 
tension of the 2001 and the 2003 tax cuts and those rates. What 
is the impact on your business if those individual rates go up? 

Mr. SMETANA. As I mentioned before, Mr. Roskam, we are fac- 
ing an increase in our marginal rates of four or five percent. Cer- 
tainly under the President’s proposal, if we lose AMT preferences, 
it could go higher, especially with sourced income from higher 
taxed States. 

We have been able to take advantage of the faster depreciation 
rules over the last few years, and our owners have invested tens 
of millions of dollars back in the business because the after-tax 
cash flows of those investment decisions have been aided. 

So from our perspective it would reduce our after-tax cash flows, 
and it would certainly make an impact on the kinds of investment 
decisions that we make going forward. 

Mr. ROSKAM. And the employee opportunities, I would assume? 

Mr. SMETANA. Absolutely. We have been fortunate that we 
have been able to grow our business. We are in a relatively stable 
industry, and our Wsiness has been successful. We have been able 
to add jobs over the last several years and increase that economic 
activity accordingly. 

Mr. ROSKAM. Thank you for waving the Sixth District flag. I 
yield back. 

Chairman CAMP. All right. Mr. Gerlach is recognized. 

Mr. GERLACH. Thank you, Mr. Chairman. 

My question really is sort of a follow-up to what Mr. Roskam just 
asked. If I heard correctly from the panel a number of minutes ago, 
there seemed to be some general consensus that in our tax reform 
efforts we ought to sort of try to align the maximum marginal rate 
for corporations and individuals and make that as consistent and 
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comparable as possible so that you do not have an inappropriate 
shift of entities. 

If that is the case, there seems to be a developing consensus in 
Congress and within the Administration that perhaps the max- 
imum tax rate for corporations ought to be around 25 percent. 

The House passed a budget last spring calling for a maximum 
rate of 25 percent. I think just looking out ahead, perhaps we will 
do the same again this spring. The President just put forward a 
corporate reform proposal which I think is a maximum rate of 28 
percent with maybe on manufacturers of 25 percent, so clearly 
within the same ballpark of discussion. 

So based upon that, if we can have all the panelists answer the 
question, would you agree then that the maximum individual rate 
of taxation under any tax reform proposal ought to be 25 percent? 

And just start maybe with Mr. Sullivan. You are the closest, and 
then just work up the panel. 

Mr. SULLIVAN. Well, I think I am going to be the contrarian 
here. I think this line-up of the rates, which my attorney and CPA 
friends obsess on, is the tail wagging the dog. We have larger con- 
siderations: deficit reduction and competitiveness. We need to lower 
our corporate rate. When we do that, we have to find revenue else- 
where. 

One place that you may have to look is at raising taxes on indi- 
viduals to make up that difference. We do not want to do it, but 
there are not many options. 

Mr. NICHOLS. I would go in the other direction. It is absolutely 
critical on a marginal basis that we have a low marginal rate, and 
I think we proved up until the Tax Reform Act of 1986 that if you 
have varying rates for varying types of income, that it is going to 
essentially cause tax lawyers and tax accountants to intermediate 
between those two rates to prevent the government from essen- 
tially getting the full benefits of the various differing rates that it 
wants to achieve. 

The simpler the tax system you have the better. I would make 
one other important point, and this is virtually universal for the 
taxpayers that I represent. Their biggest fear is that there is going 
to be an attempt to essentially solve all of our fiscal problems and, 
frankly, many of the world’s problems, by essentially, quote, taxing 
the rich and they today worry about how much their marginal in- 
come tax rates are going to go up. 

What you need to have is a system whereby everybody is paying 
taxes. Everybody is paying taxes maybe not at the same rate, but 
at similar rates, and everybody is benefitting from government so 
that essentially there is buy-in both as far as revenue and also as 
far as expenses so that people are similarly motivated. 

Mr. KWALL. I do not really have a view as to what the rate 
should be, but if current law continues, it is clearly destabilizing 
to have a corporate rate that is significantly lower than the indi- 
vidual tax rate. We have been there before, and what happens is 
it puts a heavy burden on the government to preclude taxpayers 
from trying to shift income to corporations and to resurrect penalty 
taxes that require the business to justify its needs for its earnings. 
The Government has to find these cases and try to pursue them to 
avoid the tax avoidance. 
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Again, in my view the better solution is to keep closely held busi- 
nesses out of the C corporation form. If you do that, then you have 
really got two separate systems, but if you are not going to do that, 
then I would agree that you want to maintain that parity. 

Mr. TUCKER. I am an advocate of parity. I would also like to 
remind everyone that we also have an estate and gift tax. What- 
ever these people have earned and have left after taxes is going to 
be subject to an estate or gift tax, and you go back, unless the law 
is changed rather quickly for next year, to about a million dollar 
exemption and a 55 percent estate tax rate, and I think you need 
to take that into account as well for small businesses and small 
business owners. 

They are not rich at that kind of level. They are simply not. 

Mr. MARTIN. Well, we have expressed several times that parity 
is important. I do not know what the rate should be either, but as 
close as it can possibly be I think is better for business planning, 
and let’s have some permanency, like the extenders that we deal 
with every year or every two years. Let’s do some things on a per- 
manent basis so small businesses can plan. 

Mr. SMETANA. I think you are in an unenviable position of hav- 
ing to try to correct a fiscal situation with only working at one side 
of the equation. As financial professionals, we can hardly ever turn 
around our companies and improve them if we are only dealing 
with revenue and not dealing with spending. 

But to your point, I think the policy and goal of our Government 
should be to take the least amount of taxes from its people to sus- 
tain the Government for the spending that it feels it is required to 
do. So whether that is 25 , 28 , 15 percent, I think you have got to 
look at it on balance with the total expenditures of this Govern- 
ment and what we should be providing to our citizens. 

Mr. GERLACH. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman CAMP. Mr. Buchanan is recognized. 

Mr. BUCHANAN. Thank you, Mr. Chairman. 

I want to thank our witnesses today. 

As a guy that has been in business 35 years and started in 1976, 
I remember my first entity was a C corporation, and then they 
came to me, the tax professionals, in the 1980s with an S corpora- 
tion because it gave you the liability protection, and then they 
came to me and all of our entities lately have been LLCs because 
it gives you flexibility and distributions and all of the other things. 

But I want to make one point that Mr. Smetana mentioned. Let’s 
just take a bank or a lot of times you have got a lot of people who 
are franchisors or they are dealers, and the factories or the banks 
require even if you made 500 and even if you want to take it out, 
you cannot take it out. 

Now, many people believe that in the end they might make 500, 
and they have got 100 employees. That is a lot of exposure and 
risk, but they might take 100 out and leave 400 in, but many times 
my experience has been that people require you to keep the capital 
in. So it is almost like a C corporation. 

Now, all of that being said, I hear up here that, you know, all 
we talk about, even the White House and the Administration talk 
about lowering the corporate income tax to 27 percent or, our 
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thoughts here in terms of the corporate to be more competitive in 
the world 25, but again, I want to get back to the point. I do not 
know how you can lower the taxes for corporate entities without 
dealing with Sub S and LLCs because of their growth. Because peo- 
ple will go back and the tax professionals will come back in and 
tell you to be a C corporation. 

So we have got all of this discussion about raising taxes, but all 
of these pass-through entities are going to be tied to the tax rate. 
So you have got them going down to 25, and you have got the guy 
who is running the company going up to 39, many times in the 
same entities. 

So I guess, Mr. Martin, I will start with you. Dealing with a lot 
of businesses, do you see under any circumstances where you could 
lower C corporations without really lowering it for small businesses 
and medium size businesses that are pass-through entities? 

Mr. MARTIN. Well, I think the lowest C corporation rate, a huge 
company, multinational level, probably brings more taxable income 
back to this country because right now big companies do their plan- 
ning to ship business overseas where tax rates are lower. So hope- 
fully that increased revenue would somehow offset that. 

What we need to keep in mind is the point that was made ear- 
lier. The typical pass-through entity takes out their salary at a rea- 
sonable level; takes out of that pass-through entity the amount of 
money they need to pay their taxes; and leaves the rest of it in 
there. Sometimes that is because creditors require it. Most of the 
time it is because that is the only way that growth is going to come 
about. 

If you think about an accrual basis entity, you are required to 
use the accrual method. You cannot grow if you do not have cash 
because you have got to invest in receivables and inventory. One 
of the biggest problems small businesses have is growing too fast. 
If you grow too fast, you cannot find the increased receivables in 
inventory and you can go out of business. 

Mr. BLJCHANAN. I have one thing to add to that. In today’s en- 
vironment, in the last three or four years a lot of banks — I am from 
Florida — especially in Florida, but in other parts of the country, are 
not lending. So they have to leave the money in there. 

Mr. Tucker, anything you want to add to that? 

Mr. TUCKER. Two things. One is my clients are all small busi- 
ness people. They all leave money in the entity even though they 
are taxed on the money. 

The second thing is a lot of them have debt that is being paid 
down, and when you pay down debt, because my clients do not like 
to be in debt, you get no deduction. So you are doing it with after- 
tax dollars. To keep taxes for entrepreneurs up here and to have 
C corporations’ taxes down here without parity is truly inequitable. 

Mr. BUCHANAN. I want to add a second question. I know a lot 
of these guys that are in the top tax brackets. Most of them I know, 
most of them I have known for 30-some years. They are usually the 
job providers in the community. So really what are we doing if we 
want to grow? 

The talk up here is three things: jobs, jobs, and jobs. Well, who 
provides those jobs? Most of the folks that, you know, have 25 to 
200 employees are these pass-through entities. So if we are going 
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to have them pay more in taxes, all we are going to do, in my opin- 
ion, is hurt more jobs. 

Mr. Kwall, do you have any thought on that? Yes, go ahead. 

Mr. KWALL. In evaluating the consequences of creating a system 
where the corporate rate is lower than the individual rate, you 
really have to take account of in terms of estimating revenue, the 
potential fleeing from pass-through entities in that situation. In 
1986 what ended up happening is everybody fled from the cor- 
porate tax when individual rates came down and heavier burdens 
were put on the corporate tax. So that has just got to be done. 

Mr. BUCHANAN. Mr. Nichols, anything? 

Mr. NICHOLS. Just a quick point, and that is there is a tempta- 
tion, of course, to not essentially tax everybody all at the same 
rate. If you are going to raise rates, raise rates on some and not 
necessarily on others, but frankly, that is what got us into the 
hodge-podge that we have got in the Tax Code now. I think it is 
much better to take the courageous approach and essentially face 
the revenue needs we have and get a system that works over the 
long term. 

Mr. BUCHANAN. Thank you, Mr. Chairman. I yield back. 

Chairman CAMP. Mr. McDermott is recognized. 

Mr. MCDERMOTT. Thank you, Mr. Chairman. 

I could not help it. I was watching this down in my office, and 
I came up because I wanted to ask a question. I felt like Russell 
Long had come out. I was looking around for his picture, but I 
think he is over in the Senate. His theory of taxation, as you know, 
was do not tax you; do not tax me; tax that guy behind the tree. 

And I have a feeling that we are sitting here talking about where 
the guy behind the tree is. Then I thought about the fact that 
former Ways and Means member, who must have learned some- 
thing on this Committee; I mean, I cannot assume that he sat here 
and did not learn a thing, Mr. Cantor, presented an interesting tax 
proposal that he hopes to jumpstart the economy. He says the pro- 
vision would provide a 20 percent reduction on small business in- 
come. 

But then I read what is going on in the press, and the Small 
Business Association and the independent business people, they 
are not throwing their arms around this proposal and saying it is 
a good idea. 

So tell me about Mr. Cantor’s proposal. Why is the small busi- 
ness community not just in here beating down our doors to have 
that happen? 

Anybody can answer that. 

Mr. SULLIVAN. Well, I do not have any idea why because it 
seems like a proposal which would be highly beneficial to them. 

Mr. MCDERMOTT. Does anybody else have anything? Why are 
the small business organizations not endorsing this? 

Mr. MARTIN. I think primarily because of — nobody has told me 
this — but added complexity in the tax law and how you define what 
that number is going to be that they get to deduct. I just do not 
know how that number is calculated. I have not even seen the pro- 
posed legislation. So I do not know what he is putting through. 

Mr. MCDERMOTT. You took the words out of the mouth of Chris 
Waters. He said, “Just for our members, the top two important 



110 


issues are keeping the marginal rates low and reducing the com- 
plexity.” That is NFIB, right? 

And what you are saying is the Majority Leader of the House has 
introduced a hill that is making people more anxious because it in- 
troduces more complexity. That is his solution to this problem it 
sounds to me like. 

I mean, I was here under Clinton when we set the Clinton rates. 
Okay? I was here in 1993 when we did that vote, 1994, and the 
country was booming, and so now everybody says we have got to 
reduce the rate somehow because that is the only way we can get 
the country going again, and what I hear also is from Mr. 
Buchanan and others, the banks are not lending. 

I mean, let’s talk about what the real problem here is. Small 
business people’s problem is the banks will not lend to them unless 
they have got — I just tried to get my loan refinanced on my house 
because I thought a 3.9 percent interest rate was pretty inter- 
esting. They wanted to have my pay stubs for the last three 
months, and they wanted to have proof that I had — you know, I 
can see why a small businessman would go crazy dealing with this, 
and I do not understand why the Minority Leader would put one 
out to make it more complex. 

I mean, what would be the purpose of that? Has anybody got an 
answer? 

[No response.] 

Mr. MCDERMOTT. I yield back the balance of my time. 

Chairman CAMP. All right. Mr. Smith is recognized for five min- 
utes. 

Mr. SMITH. Thank you, Mr. Chairman. 

Certainly I can appreciate this discussion about the complexity 
of the Tax Code and adding new preferences in the Tax Code. The 
last I checked, there has been more than one bill introduced or sug- 
gestions for our Tax Code that would add more complexity, which 
certainly does concern me. 

But in a broad sense, I mean, we talk about confusion and frus- 
tration and instability of the Tax Code, but for the CPAs here on 
the panel, how often do you encounter someone, aside from the in- 
stability and the short-term nature of a lot of these tax policies; 
how often do you encounter a client who would say, “Gosh, in going 
back I wish I could go back and redo some planning perhaps”? But 
how many of them think retroactively and then would apply that 
moving forward? 

Mr. TUCKER. I am not a CPA, but I can tell you that in my 
practice my clients both look back and look forward. The problem 
with looking forward is you cannot assure the client of any stability 
looking forward. It is not just complexity. It is stability, and they 
do not understand what is going to happen next year, for example, 
extenders, non-extenders, tax rates, and everything else. 

So they look back and they say, “If I had done this at that time, 
I could have saved taxes. I could have done something different. I 
could have paid less taxes in the long run.” 

It is a balancing act, and very often my clients, being entre- 
preneurs, are, frankly, upset with planning we did before because 
the law changed, and they did not know it was going to change and 
we did not know it was going to change. So I think stability has 
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to be part of focusing on complexity. You need to provide stability 
for the people in this country and the entities in this country. 

Mr. SMITH. Okay. Anyone else? Mr. Martin. 

Mr. MARTIN. I would say that my client base does not look 
back. It is not profitable to look back. You cannot change things 
that have already happened. If they ask me about some advice that 
I gave them before, it is always on the basis of what we knew at 
the time. 

It is a struggle enough to get my clients to look forward far 
enough to make huge business decisions that will affect them in 
the long run. They are operating today. Do not look back. It is 
fruitless to look back. 

Mr. SMITH. Mr. Smetana. 

Mr. SMETANA. I would concur. We are forward looking. You 
need to be in your business. I would say that over the last several 
years we have tried to make behavior by the tax policies we have 
instituted particularly around depreciable lives and fast expensing, 
and I think what we run the risk of is similar to a shopper in a 
retail store. They keep looking for the sale. So they defer their pur- 
chases until that sale occurs, and I have a feeling that we continue 
down this path of just short-term policy fixes and short-term incen- 
tives to try to change behavior and what we are really deferring 
are the kind of long-term investments that are necessary for busi- 
ness to thrive and survive and grow. 

Mr. SMITH. Okay. Mr. Nichols. 

Mr. NICHOLS. And I would certainly concur in everything that 
was said on the subject before. I would add one other thing, and 
that is clients, good clients that are running successful business, do 
not want to do tax planning. They would be very comfortable and 
would be delighted to have a stable system and, frankly, they want 
to work on that next sale. They want to get sales to go up. They 
want to figure out that new technique that is going to reduce cost. 
That is what they want to focus on, and they resist the idea of, 
frankly, paying people like us and others because of the complexity 
or the uncertainty of where things are going to be. 

They want to do their business, and if we could just let them do 
that, we would all benefit. 

Mr. SMITH. Now, I guess in light of this topic though, you know, 
we know that the Tax Code has so many tax preferences, hun- 
dreds, many of which are temporary in nature, and there are more 
proposed as we have heard several times this season. Obviously, 
the beauty of a tax preference is always going to be in the eyes of 
the beholder, aside from the rate, but perhaps a rate can impact 
that a little bit. 

How high of a priority should reducing preferences in the Tax 
Code be as we tackle tax reform? Mr. Sullivan. 

Mr. SULLIVAN. Thank you. 

Well, it should be an extremely high priority. It simplifies the 
Tax Code, and it will allow much lower rates, make the system 
fairer and promote economic growth. As you say, the benefit is in 
the eyes of the beholder. The hard part is the politics. The econom- 
ics are very simple. 

Mr. SMITH. Mr. Kwall. 
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Mr. KWALL. The most stable tax would be a low rate, broad 
based tax. So to the extent that preferences can be reduced and 
rates can be brought down, that approach is the ideal. 

Mr. SMITH. Perhaps we should resist adding further preferences 
in our Tax Code. 

Mr. KWALL. Definitely. 

Mr. SMITH. Okay, and Mr. 

Chairman CAMP. I think we are out of time. 

Mr. SMITH. Thank you. 

Chairman CAMP. Ms. Jenkins is recognized. 

Ms. JENKINS. Thank you, Mr. Chairman, and thank the panel 
for being here today. This has been very interesting. 

Mr. Kwall, your testimony calls for requiring all complex busi- 
nesses, those with one or more class of stock to be taxed at the en- 
tity level potentially, stating this would eliminate their ability to 
pass losses through to their shareholders. This would limit the abil- 
ity of start-up businesses to raise capital. 

I am concerned with this rule that only the simplest of busi- 
nesses be allowed to pass their income and losses through to their 
owners would make it harder for start-up businesses to raise cap- 
ital since they can only pass the losses they incur in the early 
years through to their investors if they have the simplest of capital 
structures. 

So, Mr. Kwall, I guess for you might be: Do you share this con- 
cern and could your proposal be modified to allow real economic 
losses to be used currently by those start-ups that are in a loss po- 
sition in their early years? 

And then I would be interested if anyone else would like to com- 
ment. 

Mr. KWALL. Thank you. Congresswoman Jenkins. 

That is actually a very good question. When I talk about simple 
enterprises my assumption is that system really govern the major- 
ity of closely held enterprises. In other words, a simple enterprise 
basically would mean that they are not going to have preferences 
with respect to distributions or economic preferences with respect 
to issuing different types of stock or membership interests so that 
some interests would be preferred and others would not be. 

So first of all, hopefully the bulk of new enterprises would fit 
under that simple regime and losses would pass through. 

Ms. JENKINS. Okay. 

Mr. KWALL. To the extent that a more complicated ownership 
structure was used under my system, it is true the losses would not 
pass through, but that is a default regime. I guess that is a cost 
of choosing a more complicated economic arrangement. 

So the real question would be how necessary a more complex ar- 
rangement would be to a business that thought it was in that situ- 
ation. 

But it is clearly something that needs to be thought through. I 
agree with you completely. 

Ms. JENKINS. Okay. Thank you. 

Mr. Tucker. 

Mr. TUCKER. I really disagree. I think the concept of two class- 
es of ownership creating a complex business rather than a simple 
business is not focusing on the entrepreneur. Most of my entrepre- 
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neurial clients are very concerned about capital formation and cap- 
ital access, about protecting their personal assets from the business 
risk, and business succession. 

All of that goes to two classes of something. I would rather bring 
in equity than debt because I will have somebody who will have a 
share of the ownership, but will not have an obligation on my part 
to pay them. With business succession, I may have family members 
who are going to run the business, and they would have a voting 
class of stock, and I might have people who are going to be in the 
business and have a non-voting class. I think the great bulk of my 
entrepreneurial clients would be caught under the definition of 
“complexity,” not “simplicity,” and I think we need to move away 
from that. We need to have pass-through entities. 

Ms. JENKINS. Okay. Sure. 

Mr. KWALL. One point of clarification. A simple enterprise could 
have voting and non-voting stock. It cannot have different kinds of 
economic interests, but you could have stock that was voting and 
stock that was non-voting. 

Ms. JENKINS. Okay. That helps. 

Mr. Nichols. 

Mr. NICHOLS. I would second Mr. Tucker’s comments, but I 
guess I would have a more fundamental comment, and that is I 
think we are clearly in a situation where we need to have rate par- 
ity. I think everybody agrees on that, and so as a consequence, that 
is something that we should not avoid by doing this and we should 
not try to avoid it by doing this. 

The other principle I would apply here is “if it is not broke, don’t 
fix it.” At the end of the day I am not quite sure there is something 
that would be so bad policy-wise or even at all bad policy-wise, 
frankly, that would cause us to disrupt what people are doing 
today in order to get to something that might theoretically be bet- 
ter on the basis of theory; I am not sure how much policy consider- 
ation is behind it. 

Ms. JENKINS. Okay. Mr. Sullivan, I know you made note of this 
in a recent Tax Notes article. Do you have any thoughts on this? 

Mr. SULLIVAN. Well, I think the details need to be worked out, 
but the theme keeps coming up over and over again. If you are 
starting up a business, all you want to do is your business. These 
entity choices are way too complex, and Professor Kwall is offering 
an easy alternative for a start-up business that does not want to 
be concerned about taxes. 

Ms. JENKINS. Okay. Thank you. 

Thank you, Mr. Chairman. I yield back. 

Chairman CAMP. Thank you. 

Mr. Paulsen is recognized. 

Mr. PAULSEN. Thank you, Mr. Chairman. 

I just want to raise a couple of points because it seems like there 
is pretty much unanimous agreement that parity is important in 
terms of comprehensive approach to tax reform for both large and 
small businesses. You know, we are not going to pass one bill that 
is going to address one side of it and then you can count on us 
passing another bill that is going to catch up with it, right? That 
is just not going to happen. 
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We talked a little bit about family ownership, but we have not 
talked much about employee ownership, and I just think it is im- 
portant, too, that we make sure that employee ownership is also re- 
membered as a key component of existing tax law, and I think it 
is important that we keep employee ownership actually in mind as 
we move forward through larger comprehensive tax reform because 
there are huge benefits to employee owned companies. 

And I know that there are some of my colleagues that go back 
to 1994 when the rates were raised. You know, this is 18, 20 years 
ago. The world has changed. It is a lot more competitive. It is a 
lot flatter. Small businesses, in particular, have to compete on a 
global scale that they have never had to compete on before as well. 

But let me ask you this question. I will start with Mr. Nichols. 
Can you highlight some of the restrictions on S corporations? And 
could we consider updating some of those restrictions? 

It was mentioned, I think, a little bit earlier about the impor- 
tance of a five-year built in gains period, for instance, but are there 
any other proposals that could be considered outside of the context 
of larger comprehensive tax reform, such as the limits on the types 
of shareholders allowed for an S corporation to help open up oppor- 
tunities for any businesses that are, for instance, trapped in that 
C corporation area? 

Mr. NICHOLS. There are a number of things that could be done, 
and I think they could be done without dramatic, perhaps not even 
significant, losses of revenue. A lot of the restrictions on S corpora- 
tion status, such as on the nature of shareholders and actually 
even the types of entities that can elect S corporation status and 
various other things, have been in the code for some time, but they 
do not really need to be policy-based and do not need to be re- 
tained. 

Let me give you an example. Nonresident aliens were excluded 
because, when it was originally enacted, people were worried that 
the nonresident aliens would not pay tax. So were partnerships 
and corporations and various other ineligible entities. 

What we have done or what Congress has done for several of 
those is it has essentially said, okay, we are going to let a certain 
type of trust, an electing small business trust, or we are going to 
let certain tax exempt organizations, we are going to let you he a 
shareholder, but in return for that what we are going to do is we 
are going to tax you effectively at the top rate. 

So is the same is done for these other restrictions, the Govern- 
ment gets its revenue, but essentially the corporation is enabled to 
have a partnership as a shareholder or a nonresident alien as a 
shareholder. I am not quite sure there is any loser in that trans- 
action. It just essentially gives more flexibility to closely held busi- 
ness, and I do not think it would lose a lot of revenue. 

Mr. PAULSEN. Okay. Mr. Tucker. 

Mr. TUCKER. What I teach my students is that there are five 
things you could do to reconcile S corporations with partnerships 
within the S corporation regime. Number one, you could take out 
any limit on the number of shareholders. 

Number two, you could let anybody be a shareholder, including 
not just the nonresident alien, but a partnership or a C corporation 
or an S corporation could be a shareholder. 



115 


Number three is you could reconcile inside basis and outside 
basis. Right now in a partnership, partners share inside basis for 
debt, but in an S corporation you only get basis if you put money 
in or lend money to the S corporation. 

Number four, we have something in the partnership regime 
which says if you die and get a step up in basis on your partner- 
ship interest, there is an election to reconcile inside basis with out- 
side basis, and we could do that for the S corporation as well. 

And finally, we could allow any kind of stockholder, preferred, 
non-preferred or anything, without having an issue if you wanted 
to do it. My proposal would be, fine, let’s eliminate S corporations 
and let them use the partnership regime, which would be the sim- 
pler way of doing it. 

Mr. PAULSEN. Mr. Martin, let me just ask this before time runs 
out. You represent a large stakeholder group from a small business 
perspective. How much time do your members spend navigating 
the Tax Code? 

I mean, you know, what is the best story, the best anecdote that 
really just paints the best picture of why this is so critical to ad- 
dress? 

Mr. MARTIN. They do not spend a lot of time because they call 
me on the phone. 

[Laughter.] 

Mr. MARTIN. And, yes, I bill them for it, but what is stressful 
to them is the changing tax laws. I get numerous calls in Novem- 
ber every year about Section 179. What is it this year? Is it likely 
to change before December 31, because they are thinking about 
capital investments now for things that they need to operate their 
business? Should they do them now or do them in the next six 
months? That is a huge issue for them, is just the stability. 

My clients wrestle with payroll taxes like crazy because it is an 
abomination of the Small Business Administration. It is a huge 
cost to administering payroll taxes, but not the income tax law. 

Mr. PAULSEN. Thank you, Mr. Chairman. I yield back. 

Mr. MERGER [presiding]. Mrs. Black is recognized. 

Mrs. BLACK. Thank you, Mr. Chairman. 

There I think has been a really great discussion here and a lot 
of good questions that were asked. When you come down to the end 
of us last members all of the questions have just about been asked, 
but I want to follow up on what my colleague was just saying about 
how much time this takes, and, Mr. Martin, you said the timing 
is not really the biggest issue with the employer. It is more just 
the stress. 

Obviously, we have talked a lot about complexity and the fair- 
ness and the uncertainty, but I do want to go to what is the actual 
cost. Can you determine the actual cost of this kind of complexity 
and what these businesses need to go through with the complica- 
tion of the Tax Code? 

Can you give me an idea of what this actually costs the business, 
a percentage of what it might cost them? 

Is there a way to be able to evaluate that? 

We can just go right down the line, whoever would like to answer 
that question. 
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Mr. SMETANA. I can just speak for our situation. So we are 
family owned. We have two shareholders, brothers, that own the 
company. We operate in seven states. We are U.S. domestic only. 
So we are not as complex as most larger businesses, but we spend 
hundreds of thousands of dollars a year on federal and State tax 
compliance. We do it both with internal staff people and as well as 
hiring experts from tax accounting firms to help us deal with all 
of the complexities. 

In addition, there is a cost to compliance and recordkeeping by 
deploying sophisticated accounting systems, particularly those that 
have to track three or four different types of depreciation, records 
given the various regimes that are out there. 

So in our case it is a big dollar, and that is money coming out 
of the business in reinvestment. My colleagues at FEI have similar 
experiences. 

Mrs. BLACK. And let me just follow up on that for just a second. 
Then I do want to hear from the rest of you, but just to draw to 
that conclusion, I think, down the line, would you be able to hire 
more people and expand your business? 

Then ultimately I think at the end of the day what we have to 
consider on all of this is that the cost to the consumer of the prod- 
uct on the other end, and as we talk about this, I think so many 
times that is forgotten, that the cost of whatever the service of that 
product is is increased, and it is really harder for those at the lower 
income because the end result really impacts those at the very low- 
est income in purchasing that good or that service. 

So would you say if you did not have this kind of complexity you 
could make things a little easier and you could use those dollars 
to grow your business and, therefore, grow jobs? 

Mr. SMETANA. Absolutely. As we said, the key to business eco- 
nomic growth is after-tax cash flows, and whether you spend it on 
income taxes directly or on the cost of preparing those taxes, it re- 
duces the amount of money you have to sustain the business. 

Mrs. BLACK. Others? Mr. Martin. 

Mr. MARTIN. It is difficult for me to estimate what it would 
cost, but there are a couple of provisions. One I mentioned, the 
health care credit. It is crazy for me to have to spend the time that 
I do because the law is so complex I cannot figure out whether I 
need a benefit without spending the time. 

The domestic production activity deduction is another one that 
the guidelines that we follow are extremely loose. Again, I feel like 
it is malpractice if I do not get my client the $300 deduction they 
should be entitled to. So I have to go through the calculations for 
it, incredibly complex, all of the job credits that are out there. I do 
not have any small business clients that hire people because they 
are going to get a job credit. They hire someone because they need 
someone to help run the business. 

Mrs. BLACK. Thank you. Thank you. 

Others? Mr. Tucker. 

Mr. TUCKER. I think there are two costs. One is the cost of 
planning, which takes both financial resources and human capital, 
which is often not measured, but two is for the clients who do not 
come in advance on planning. The cost of some foot fault is even 
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much more expensive, and I think they do not realize that a lot of 
times until the foot fault occurs. And we need simplicity. 

Mrs. BLACK. Mr. Nichols. 

Mr. NICHOLS. I had really only two points. I know there is lim- 
ited time, but, number one, in terms of complexity, there is no 
question on several of the things that have been raised. The items 
that actually on an ongoing basis affect how closely held business 
calculate their taxes and things like that, there is no question that 
that complexity could be improved upon, and in particular, it would 
be best in terms of tax reform to resist the temptation to micro- 
manage and to have more global rules that are essentially applica- 
ble and rely on the economy to weed things out rather than to 
micromanage. 

The only other thing that I would say with respect to complexity 
is we have talked about choice of entity and forcing people, let’s 
say, to a single pass-through regime. I am not as worried about 
complexity there because essentially once a business has elected a 
particular pass-through regime, that is its entity. It has got its en- 
tity, and you are actually adding to their complexity if you force 
them into a new entity. 

There is complexity, but it is complexity for the law students. It 
is complexity for the tax advisors, but you are not helping closely 
held business if you force a disruption on their tax planning. 

Mrs. BLACK. Thank you. 

And I think I am out of time, and I yield back. Thank you. 

Mr. MERGER. Mr. Berg is recognized. 

Mr. BERG. Thank you, Mr. Chairman. 

I really appreciate the panel being here. I started a small busi- 
ness from the ground up, and we worked our way through a lot of 
these things. The comments that we have heard today are really 
right on. 

You have a small start-up business. I mean, you do not have an 
accountant full time. You do not have an attorney that is looking 
at the regulations, looking at the rules, and quite frankly, a lot of 
the decisions on what type of organization you are going to be as 
a tax entity kind of are made at the last minute with some advice. 

And talking about those people who went through a C corpora- 
tion and for tax reasons cannot get out of it and have struggled and 
every year the tax liability gets more and more severe, you know, 
as I approach tax policy for business, my goal is to say that people 
will make business decisions based on business principles. And 
very secondarily or third they would say, “What are the tax impli- 
cations?” 

Instead I think we have reversed that where people are saying, 
“Before we make this business decision, what are the tax implica- 
tions?” So it is almost backwards in terms of if you want to build 
a better mousetrap, beat the competition to do these things. There 
are all kinds of barriers within the Tax Code. 

The least amount or I should not say the least, but one of the 
biggest is the uncertainty in the Tax Code. I mean, who knows 
what is going to be our tax come January 1 of 2013? You know, 
no one. 

So I do not know where we are going or where I am going with 
my questioning, but there is a lot of frustration I have. I think 
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probably the first thing would be to, you know, really look at the 
President’s budget and what kind of an impact that is going to 
have on business. Probably specifically is where we have a cor- 
porate rate that is lowered and a personal rate that is increased. 

I would just like the panel to respond to how do you see that im- 
pacting the small business that we are talking about. 

Mr. SMETANA. Sure. As I mentioned earlier in my statements, 
we analyzed the President’s and the Treasury’s proposal, and the 
impact of not bifurcating, you know, business source income out of 
closely held from the individual regime would cost our company lit- 
erally millions of dollars both in terms of the loss of certain of the 
current tax preferences around capital and inventory investment as 
well as the material increase in the marginal rates that our busi- 
nesses would pay in taxes in the pass-through regime. 

So it would certainly have a dampening effect with respect to the 
economic activity that we could plan going forward by having less 
capital with which to work. 

Mr. MARTIN. We are talking about less job creation. We cannot 
afford it. 

Mr. TUCKER. We are talking about more complex here. We are 
going to go back to the personal holding company, accumulated 
earnings tax, and all the other things that are done to offset this, 
and it is just the wrong direction to go, sir. 

Mr. KWALL. I would start with an ideal income tax that would 
tax income to the owners at the owner’s marginal rate. So when- 
ever you are trying to duplicate like that, it is just really incon- 
sistent with the ideal. 

Mr. NICHOLS. To a great extent I am going to reiterate. When 
you stray from rate parity and the single-tax rate, corporate own- 
ers will respond to the incentives. They may not like them, but 
they will respond to the incentives, and at the end of the day if the 
next change incentivizes it, either as a result of complexity or oth- 
erwise, they will move to C corporation or other status just on a 
temporary basis. Then there is a lot of lawyer work to get them 
out, and if the tax rates are too high or they are different for other 
people, they will respond. They will adjust, and the people that will 
be hurt, I think, are the new entrants into the labor market or the 
newly unemployed, who are the last people that at the end of the 
day businesses would be hiring if things went well. 

Mr. SULLIVAN. Well, I am going to be the contrarian again. 
Again, that is the tail wagging the dog. We need a competitive tax 
system. We need to raise revenue. We have to lower our corporate 
taxes because those larger corporations are internationally competi- 
tive. 

If there is not enough revenue, you may have to consider raising 
taxes on individuals. These rules are anti-abuse rules. If businesses 
are not pushing the envelope, they do not have to deal with these 
anti-abuse rules. There is no reason for a new business to seek C 
corporation status. So I have no sympathy for a corporation that 
goes in that direction. 

Mr. BERG. Clearly, in my mind if there is a 40 percent tax rate 
and a 28 percent tax rate, people are going to go to the 28 percent 
tax rate, which from my perspective, the way I started this is ex- 
actly opposite to what we want people to be doing. 
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I mean, I think if we want to raise revenue, we have got to grow 
jobs, period. And that is my concern with the President’s proposal 
on taxes. It creates more uncertainty, and it is not growing jobs. 

I have got one more question. 

Chairman CAMP [presiding]. Well, your time has expired, and 
we have got one more person. 

I would just say that lowering rates is not the same as lowering 
taxes. There is a difference there, and so you do not necessarily 
have to go somewhere else in the economy to raise taxes. 

Mr. Reed is recognized for five minutes. 

Mr. REED. Thank you, Mr. Chairman, and I am the last one. So 
that always brings a smile to the panel’s face whenever I get to ask 
the questions. 

[Laughter.] 

Mr. REED. Going last here, I will say I echo the sentiments of 
my colleagues, and also being one of the colleagues that started a 
small business like myself, and we talked a lot about the time pres- 
sures, obligations of starting a business and then having to deal 
with these issues. I can vividly remember in the beginning when 
my CPA called me and asked me to get a document, and it took 
me two days to find the document. I was so frustrated, and he ac- 
tually did not need the document at the end of the time. So I was 
almost firing him on the spot, but you know, the bottom line is I 
have been there, and small business owners across America are 
frustrated with this Tax Code, and I am so glad to be part of an 
effort to try to reform it, and we will do our part on that. 

What I am hearing is a general theme from each and every one 
of you that we should be focusing on the certainty and the stability 
in the code, looking at the rates to make them competitive, and 
combining the individual and corporate rate. 

One thing that I do not know if we spent enough time on and 
I am interested in exploring and going down further is does anyone 
feel that the underlying business activity of the taxpayer, is that 
something that should be taken into consideration when we are 
setting tax policy. 

And the reason I bring that up is as a new member down here 
in Washington, D.C., I hear a lot of politicians talk about bad guys, 
oil and gas industry, and there are provisions in the code that treat 
folks differently just because of the business activity upon which 
they are engaged when it comes to their tax burden. 

Can anyone tell me is that something that is good policy to ad- 
vance as we go through comprehensive tax reform, or is my gut 
telling me the right thing and that we should avoid looking at busi- 
ness activity as a reason why tax policy should be set? 

Mr. Tucker, please. 

Mr. TUCKER. Are we not really trying to look at the ability to 
create jobs? Do service businesses noted create jobs just as manu- 
facturing businesses create jobs, just as real estate creates jobs? 

If that is what we are looking at, I think the type of activity is 
totally irrelevant. Our objective should be to create jobs, be able to 
collect tax from the people who are earning money and go forward. 

Mr. REED. I appreciate that. Anyone else? Mr. Nichols. 

Mr. NICHOLS. Well, I would say, and corresponding to and fol- 
lowing up on that and certainly not disagreeing with it, and that 
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is the trick, you need to be careful, but the trick is to treat all busi- 
nesses, I think, comparably. Obviously they differ, but at the end 
of the day, there are certain fundamental principles. 

If you follow the cash, people are making money. Then that is 
a good time and an appropriate measure of whether or not taxation 
is appropriate. Now, I realize that is an oversimplification, but in 
general, you should not favor, you know, insurance company tax- 
ation versus oil and gas taxation versus manufacturing. 

I represent some of those. I do not represent all of them. Essen- 
tially the goal should be not favoring one industry over another, 
not picking winners and losers, and not micromanaging. The more 
simple, straightforward, then the economy, the capitalistic system, 
will figure out who is going to invest in what industry based on ac- 
tual profits rather than tax considerations. 

Mr. REED. I appreciate it. 

Mr. Sullivan. 

Mr. SULLIVAN. Well, I know you have been lobbied, and when 
I was on staff, I was lobbied, and every lobbyist comes in and tells 
you, “How can you raise my taxes when I am creating jobs?” And 
everybody says that. It is jobs, jobs, jobs. 

We have to have the discipline to understand that when we help 
one person, we are taking something away from another, and that 
is just the balance sheet. It is just the math, and what we want 
to do is not provide anybody with special privileges because in the 
long run what you do not see is most job creation will be created 
by not giving that lobbyist the special tax break. 

Mr. REED. I appreciate that. 

With that I will yield back, Mr. Chairman. I have got a couple 
of seconds left and I will let you enjoy them. 

Thank you. 

Chairman CAMP. All right. Well, thank you. 

And I want to thank all of our witnesses. This was an excellent 
hearing. 

I appreciate your time and your testimony today. 

And with that, this hearing is now adjourned. 

[Whereupon, at 12:26 p.m., the committee was adjourned.] 

[Public Submissions for the Record follows:] 
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CARRIX, INC. 

SUBMISSION OF WRITTEN COMMENTS FOR THE HEARING RECORD 
l).S. HOUSE OF REPRESENTATIV ES 
COMMITTEE ON WAYS AND MEANS 

HEARING ON THE TREATMENT OF CLOSELY-HELD BUSINESSES IN THE 
CONTEXT OF TAX REFORM 

MARCH 7, 2012 


Mr. Chairman, Ranking Member Levin and distinguished Members of the Committee: 

Carrix. Inc. (“Carrix”) is pleased to submit written comments lor the record in connection 
with the March 7, 2012 hearing of tlie Comniillee on Ways and Means (“the Committee") 
on the critically important topic of treatment of closely-held businesses in the context of 
lax reform. 

Backgmuml on Carrix: 

Carrix is a closely held U.S.-based port terminal operating company that manages more 
cargo terminals than any other company in the world. Carrix provides a full spectrum of 
transportation services, Irom terminal management to stevedoring, in a number of U.S. 
and foreign ports. 

As a closely-held company built on inlcmational trade. Carrix fully appreciates the topic 
of the hearing: how the tax code imposes a variety of burderts on closely-held companies, 
which public companies do not face. Carrix. like many other U.S.-based companies in all 
sectors of the economy, faces fierce competitive pressure from foreign-based companies. 
Unlike most other U.S.-based companies, many of our foreign-based competitors are 
large foreign multinationals, some of which are closely aligned with foreign 
governments, and operate under more favorable home country tax regimes. 

We would like to bring to the Committee's attention a lax issue that directly and 
negatively impacts our ability to grow our U.S. operations: the potential application of 
the personal holding company (PHC) tax to earnings we would seek to repatriate in the 
form of dividends from our foreign subsidiaries. As will be discussed further, the PHC 
lax is an outmoded relic in the Tax Code that ofl'ers little, if any, compelling policy 
rationale for its continued existence. As the Committee considers fundamental tax 
reform, we believe the regime should either be repealed or substantially revised. 
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Background on the Persona! Holding Company Tax 

The PMC tax was enacted in UTM and, at the lime, represented an appropriate response to 
prevent individuals Irom sheltering investment income from individual income lax by 
using their closely held US corporations to hold investments, referred to as the 
incorporated checkbook. At the time the maximum individual income tax rate was 
substantially higher than the maximum corporate tax rate' and corporations could be 
liquidated on a tax-free basis." Neither possibility exists today because of changes to the 
tax laws, yet the PUC provisions were never updated to reflect more modern 
circumstances, particularly closely held consolidated groups with foreign nfftliales. 

The PMC rules impose a corporate level penalty lax of 1 5% (the rate will become 39.6% 
in 2013 if the Bush tax cuts expire as scheduled at the end of20l2) on the undistributed 
PHC Income of a PMC. A corporation constitutes a PMC if 60% of its adjusted ordinary 
gross income is PHC income and if 50% of its stock is owned by live or fewer individual 
shareholders at any time during the last halfofthe taxable year. PHC income generally is 
defined as interest, dividends, royalties, rents, and certain other types of passive 
investment income. The PMC penalty tax can be avoided by an entity by distributing 
PHC income to its shareholder(s), resulting in the shareholder! s) paying the appropriate 
lax on the distribution. 

In the case of a group of US corporations filing a consolidated return, the PHC 
calculations arc generally conducted on a consolidated basis. However, in certain 
circumstances the PMC test and tax computation must bo made on a separate company 
basis. Section 542(b)(2) provides the PHC test must be applied on a separate company 
basis if more than 10 percent of any corporate member’s adjusted ordinary gross income 
is received from a source outside the afllliated group (such as foreign subsidiaries) and 
more than 80 percent of such adjusted ordinary gross income is PHC income. PMC 
income would include dividends from foreign subsidiaries. 

For each taxable year, if any separate corporate entity included in the afllliated group 
fails the lest under Section 542(b)(2), the entire corporate .structure is tainted and each 
separate corporate entity is potentially subject to the PHC tax. Thus, when the test is 
conducted on a separate company basis, a US group of corporations filing a consolidated 
return con easily find that it has a personal holding company tax liability even though a 
majority of its consolidated revenue may be active trade or business income and it would 
not olherw ise be subject to the PHC lax except for the rules requiring separate company 
testing. 


' In I ‘>.t4, Ihc highest individual lax rate was 63% and the highest corporate lax rate was 1 3.5%. resulting in 
a 49.5% rale dilTcrenlial. 

■ Ceuerut VUlilies A Operatiim Cimiptitiy r. tielverinfi. 296 U.S. 20(1 (1935). The General Ulilttics 
doctrine was repealed by Congress in 1 986. 
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The policy rationales that led to the PHC tax regime are no longer operative. First, the 
lop marginal tax rate for both individuals and corporations is 35%.^ Second, with the 
repeal of the General Ulililies doctrine in 1986, corporate liquidating distributions of 
appreciated assets are taxed at the corporate level. Simply put: Today's tax laws da not 
provide an incentive to incorporate portfolio investments to escape the individual 
income tax. 

Application of PHC lax to Carrix 

An example will help to clarity the lack of a compelling policy justification for the 
application of the PHC ta.x. The requirement to conduct the PHC tests on a separate 
company basis often unfairly penalizes corporate groups that arc actively engaged in 
business. A common fact pattern that gives rise to this unwarranted imposition of the 
PHC tax is where a member of the group receives dividends from foreign subsidiaries. 

In this case, the separate company PHC tax computation serves as a deterrent to the 
repatriation and reinvestment of foreign earnings in the United States, farther 
exacerbating the so-called 'lockout' effect. 

In other words, Carrix would be hit by the PHC tax to the extent it repatriated dividends 
from its overseas aflliliates simply because it is a closely held company. If Carrix were 
organized as a public company, the PHC penalty tax would not apply. Simply because 
Carrix is closely held, the tax rale on foreign earnings repatriated back to the United 
States would be. rather than the normal 35% rate, a 50% tax rate. Such a level of tax 
makes it more economical for Carrix to keep foreign earnings offshore for purposes of 
further developing international operations, rather than repatriating earnings from 
overseas operations to fund productive invesUnents in the United Stales. In Carrix's case, 
for example, we would plan to use a portion of the repatriated cash to fund the 
construction of a major port tenninal facility in Washington Stale. 

Additional Policy Considerations 

Carrix believes that additional policy considerations argue in favor of repealing, or 
substantially modifying, the PHC tax regime. The tax was enacted to prevent affluent 
individuals from escaping the reach of the individual income tax. Given the changes 
dc.scribed above in our nation's tax laws, the PHC tax regime does less to deter the 
formation of so-called "incorporated pocketbooks” than to inhibit certain closely-held 
active businesses from pursuing logical business transactions that other companies are 
able to do because they may give rise to PHC lax consequences. 

While some companies are able to evade the reach of the PHC lax through sophisticated 
lax counsel, other companies are not so lucky and are either unaw are of the PHC tax or 
cannot avoid the lax unless they change their ownership structure. In addition, the PHC 


'The lop individual lax raie is slaied undei current law lo rise to .19.6% on January I, 2013 - resulting in 
less ihan a 5% ditTerenlial hetween the top corporate and individual rales. 
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lax adds significant complexily lo the Internal Revenue Code while raising a relatively 
nominal amount of tax revenue: approximately S38 million per year/ 

Most importantly, from our perspective, the PHC tax unnecessarily and unfairly taxes 
revenues which would otherwise be available for investment in much needed 
infrastructure projects or other important corporate uses which would promote economic 
development in the United States. 

Conclusion 

Thank you for the opportunity to submit these written comments for the record. Carrix 
looks forward to working with you and your staff to ensure that the U.S. tax code is 
reformed in a way that makes sense, treats similarly situated taxpayers equally, and 
doesn’t penalize certain closely-held taxpayers due lo certain antiquated provisions of the 
Internal Revenue Code. 


' ’DOS IRS SOI data 
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Comments for the Record 
U.S. House of Representatives 
Committee on Ways and Means 
Hearing on the Treatment of Closely-Held Businesses 
in the Context of Tax Reform 
Wednesday. March 7. 2012, 10:00 AM 
By Micliael G. Bindner 
Center for Fiscal Equity 


Chairman Camp and Ranking Member Levin, thank you for the opportunity to submit these 
comments for the record to the House Ways and Means Committee. Our comments are an 
expansion of latil month's comments and arc. as always, in the context of our tax reform plan, 
which has the following four elements: 

• A Value Added Tax (VAT) to fund domestic military spending and donieslic 
discretionary spending with a rale between 10% and 1 3%, which makes .sure very 
American pays something. 

» Personal income surtaxes on joint and widowed filers with net annual incomes of 
Slot), 000 and single filers earning $50,000 per year to fund net interest payments, debt 
retirement and overseas and smalegic military .spending and other international .spending, 
w itli graduated rotes between 5% and 25% in either 5% or 1 0% increments. I leirs would 
also pay taxes on distributions from estate.s, but not the a.ssets tliemselves. 

• Employee contributions to Old .Age and Surv ivors Insurance (OASI) with a lower income 
cap, which allows for lower payment levels to wealthier retirees without making bend 
points more progressive. 

• A VAT-like Net Business Receipts Tax (NBRT), which is es,senti3lly a subtraction VAT 
with additional tax expenditures for family support, personal retirement accounts, health 
care and the private delivery of governmental services, to fund entitlement spending and 
replace income lax filing for most people (including people who file without paying), the 
corporate income lax, businc*ss lax filing through individual income la.xes and the 
employer contribution to OASI. all payroll taxes for hospital insurance, disability 
insurance, unemployment insurance and surv ivors under age 60. 

We have no proposals regarding environmental taxes, customs duties, excise taxes and other 
offsclling expenses, although increasing these taxes would result in a lower VAT. Small and 
closely held businesses already pay these taxes and will continue to in reform. 
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Small businesses will pay VAT. allhough they may not be a VAT collector, depending upon 
whether business size exemptions are included in any VAT legislation. Their impact would be 
merely to report the VAT they pay on the receipt so that customers may be aware oftaxation 
while those who use the product in their supply chain can use this infonnaiion for credits against 
their VAT collection. Larger businesses which are clo-sely held will pay VAT in the same way 
public companies do. 

Small businesses may likewise not have to pay the NBRT. Indeed, for consultants who work 
primarily for one client or sell from one supplier, NBRT rules should mandate that small firm 
employees be treated like employees of the larger firm for purposes ofhealth care coverage and 
the Child Tax Credit, should the consultant or distributor not meet the income thresholds 
included for filing. Large business which are closely held will pay the NBRT in the same way 
public companies do. 

Accounting for Employee-paid Old Age and Survivors Insurance will be no more complicated 
than current law, while accounling for the income surtax will be greatly simplified. Individuals 
who previously paid their business taxes as part of income taxation will only file the income 
surtax iftlicy clear S50,000 after paying stafr(SIIX),000 for joint filers and qualified 
w idowicris). The only complexity will he accounting for sales to a qualified ESOP. which may 
continue to be lax exempt - although if personal accounts are enacted under OASI it may be 
wise to repeal the ESOP deduction so that the wave of ESOP conversions that will result will 
allow a substantial pay down to the national debt, which will more quickly allow the sunset of 
the income surtax. 

Establishment of personal accounts as an oftsei for Old Age and Survivors Insurance will require 
complex accounting rules, but only for firms which pay the NBRT, Again, consultants and 
distributors who do not should be alTorded the opportunity to accumulate personal accounts 
through the larger firm they deal with, buying their company stock as if they were full-time 
employees. For example, workers at car dealerships would have the opportunity to invest in 
personal accounts of that manufacturer, even if the dealership is large enough to pay the NBRT, 
Larger closely held firms may also wish to rethink their form of ownership to take advantage of 
the opportunity personal retirement accounts afford for both capital accumulation (for both firms 
and Individuals) and for succession planning. 

Thank you for the opponunity to addics.s the committee. \Vc are, of course, av.iilable for direct 
testimony or to answer questions by members and stalT. 
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Contact Sheet 

Michael Bindner 
Ccnler for Fiscal tquily 
4 Canlerbiny Square, Suite 302 
Alexandria, Virginia 22304 
571-334-8771 

riscalcqtillvfievenxdn.ncl 

Committee on Ways uiid Means 

Hearing on the Treatment of CTosely-Held Businesses in the Context of Tax Reform 
Wednesday, March 7, 2012. 10:00 AM 

All submissions must include a list of all elienis. persons and, or organizations on whose hehall’ 
the w itness appears; 

This testimony is not submitted on behalf of any clienl. person or organization other than the 
Center itself, which is so far unfunded by any donations. 
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Tht: Avsoculiun 

1726 M S««t. NW 
Suite* 501 

Wo-shrngtun. DC 2(Ml}6 

<*, y/yi .cfopa&^ociaiiunbiog.iiirg 
Svrv4N^ the t:nlirv ESOP iitmniutiHy 


March 7, 2012 

House Ways and Means Cominitlee 
1 102 Longworlh Mouse OlTicc Building 
Washington DC 205 1 5 

Following is a statemcnl from The ESOP Association for the Ways and Means 
Committee’s March 7, 2012 hearing: Hearing on the Treatment of Closely-Held 
Businesses in the Context of Tax Refonn. 

The statement is being submitted by 

The ESOP Association 
1 726 M Street. NW 
Suite 501 

Washington. DC 20036 

202/293'-279l 

www.esopassociation.org 

The uulhor of the statement is J. Michael Keeling, president of The ESOP A.ssocialion. 
He can be reached at the address and phone number provided above or by email at 
Michael(riesopas.soc iation.org. 

The ESOP Association is the national trade association for companies with employee 
stock ownership plans (ESOPs). The Association’s primary members are U.S. 
corporations that sponsor ESOPs. The mission of The ESOP Association is simple: To 
advocate tor, and educate about, employee ownership through the ESOP model. 
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StalemenI follows: 

Mr. Chairman Camp. Ranking Member Levin, and distinguished members of the 
House Committee on Ways and Means, the 20l(( General Social Survey (GSS) evidences 
that during the Great Recession companies that had broad-based employee stock 
ow nership programs, such as an ESOP, laid off employees at a rale of less than 3%. 
whereas conventionally owned companies laid olT employees at a rale greater than I2%! 

Why would a spokesperson for The ESOP Association, a national 50l(c)<6) trade 
association whose primary members are U.S. corporations sponsoring ESOPs. begin his 
statement to the Committee on pass-through entities for lax purposes on the results of the 
most prestigious survey of Americans' work and living patterns? 

Because, of the Association's nearly 1.500 corporate members that are all, or 
partially employee-owned, appro.ximalely 70% are S corporations, and of this group of 
over 1,000 U.S. corporations, approximately iwo-lhirds. are owned 100% by the ESOP 
on behalf of the employees. 

Thus, when the Committee, when the Congress, and when the current 
Administration, as it set forth in "The President's Framework for Business Tax Reform,” 
address the tax treatment of S corporations, it is a fiduciary duty of this Association to 
provide this Committee's history in authorizing legislation for S corporations to sponsor 
ESOPs. 

One myth about ESOPs is that all ESOP laws were developed by the U.S. Senate 
due to the leadership of former Senator Russell B. Long in his roll as Chair or ranking 
member of the Senate Committee on Finance. Granted, as the original advocate for more 
ownership in America using llte ESOP model. Senator Long is a revered figure among 
those who believe that we would have a more competitive, more fair, economic situation 
if there were more ow ners in our capitalistic society. 

But, in 1997. ten years after Senator Long retired, the Ways and Means 
Committee adopted, w idi no dissent, an amendment permitting S corporations for the first 
time, commencing in I99S. to have broad-based employee slock ownership through the 
ESOP model. 

Titus, while no one claims that past .nclion by die Ways and Means Committee 
dictates what the Committee decides later w ith regard to S corporations and ESOPs, we 
do emphasize that S corporations and ESOPs are not something that just the Senate 
should think about in the move to reform our Federal tax code. 

We would also like to clarify a myth that the media often says, and it seems law 
students and lawyers like to repeat in law school journals, that S corporation ESOP 
companies are tax exempt. What Congress did in 1997 was permit a deferral of taxation 
of S corporation shareholders who were paid, via a distribution, from the ESOP on the 
value of S assets — in other words, the ESOP participant pays taxes on her or his account 
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when it is dislTibuted in cash to the employee o'vner who retires, leaves the company 
vested, or is sadly disabled, or dies while an employee. 

Thus, the cost to the Treasury of the ESOP S regime is not the bulk of the so- 
called tax expenditures that encourage a policy that has Ions, and yes. I say Ions, of 
evidence from very reputable social and economic researchers that show employee- 
owned companies, in the vast majority of instances, are more productive, more profitable, 
and provide sustainable jobs that are localiy-conlrolled here in the U.S. 

The ESOP community respects the call by this Committee, by the leadership of 
both political parlies, and the Administration for policies that will "create” jobs; we 
understand that dilTercnces arise over the precise policies that should be implemented to 
“create" jobs as well. 

We. however, with all due respect to our national leaders, including those who sit 
on this Committee, note that unemployment rises to unacceptable levels when people lose 
their jobs, when they are laid off. Thus, it would seem that encouraging a policy that 
results in fewer lay oft's, in sustaining employees in the jobs they have, is perhaps the best 
approaches to making sure those who want to work have jobs. 

In that regard, we take note that IS members of this Committee have introduced 
and co-sponsored H.R. 1244, the Promotion and Expansion of Private Employee 
Ownership Act of 201 1. We. of course, express our strong support for this legislation, 
which is primarily focused on increasing employee stock ownership among S 
corporations by expanding the attractiveness of die ESOP to men and women who have 
reached a point in life w hen they have to ‘exit’ their ownership of an S conioration. The 
precise mechanism is a provision applied first in 19X4 to C corporations that arc not 
publicly traded by deferring die capital gaitis lax on the sale of privately held stock to an 
ESOP if the ESOP holds more than 30% of the sponsoring corporation’s slock, and if the 
seller reinvests her/his proceeds in the securities of other U.S. corporations (IRC 1042). 

In panicular we tip our hats to Congressmen Reichert, Kind, Bousiany, Blumenauer, 
Paulsen, and Pascrell, who introduced this legislation on March 29, 201 1. Not only have 
nine colleagues of this Committee joined them, so have 49 other members of the House. 
Similar legislation, with support from bodi sides of die chamber, is pending in the U.S. 
Senate — S. 1512. 

We respectfully request that as the Committee works on reforming the Federal lax 
code, it works as it did in 19X5, Congress needs to take steps to encourage greater 
ownership of productive assets in our nation by remaining firm in its support of employee 
Slock ownership through the ESOP model. 

And with that we close with a salute to the leadership of the Committee, in 
particular Chair Camp, who has made it clear that piecemeal reform of the tax code, by 
addressing only those provisions that impact businesses organized as C corporations, and 
the rales on which their taxes are calculated, is not in the best interests of American 
businesses, nor individual taxpayers. In this regard, a total, holistic approach to making 



131 


our lax code support jobs, our free enterprise system, with fairness, is the pathway this 
Committee is follow ing. History proves that such an approach is the correct approach. 

We appreciate your hearing on the potential impact of tax refortn on pass through 
entities, and the openness with which you are conducting your review. 
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Mr. David J Kautter 
Managing Director 
4545 42“ 5treet, Suite 105 
Washington DC, 20016 
(202) 885 - 6506 

March 22. 2012 

Committee on Ways and Means 
U.S House of Representatives 

Hearing on Treatment of Closely - Held Businesses in the Context of Tax Reform 


Good AHernoon: 

I am submitting a testimony in support of your efforts to reform the tax code for closely held 
businesses. To more efficiently administer the tax law and reduce the overall burden and cost 
of complying with the law, I propose a simplification of the cash method of accounting already 
generally used by most small businesses. The simplification calls for the recognition of Income 
and deductions only when cash is received or expenses are actually paid. I believe the 
simplification will not reduce revenue to the government and will increase the level of 
compliance from small businesses and entrepreneurs. 

Please do not hesitate to contact me if you have any questions 

Your consideration of my testimony is greatly appreciated. 

5incerely, 

David J. Kautter 

Enclosure; Testimony 


KOGOD SCHOOL OF BUSINESS 

4400 MASSACHUSETTS AVENUE. NW WASHINGTON DC 20016-8044 202-88S-6S05 


FAX. 202-885-1390 
kogod.american.edu 
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Statement for the record of 
Mr. David J. Kautter 
Managing Director of Kogod Tax Center 
American University Kogod School of Business 
Washington, District of Columbia 

Committee on Ways and Means 
U.S. House of Representatives 

Hearing on 

Treatment of Closely-Held Businesses in the Context of Tax Reform 
March 13, 2012 

Chairman Camp, Ranking Member Levin and Members of the Committee, thank you for 
the opportunity to submit written comments on tax reform pertaining to the treatment of small 
businesses. 


I have been a tax professional for over 35 years. For most of that time, I advised clients 
on tax matters as a partner with a Big Four accounting Firm. I also served as tax counsel to 
former Senate Finance Committee member John Oanforth, and I have remained closely 
Involved In the tax policy process over the entire course of my career. 


I am writing to you today to support your efforts to reform the tax code for closely held 
businesses in the hopes of growing and creating jobs. Reducing the complexity of the current 


KOGOD SCHOOL OF BUSINESS 
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tax law pertaining to smali businesses would allow small business owners to spend more time 
creating Jobs and less time fllling out forms, As the United States continues to struggle with a 
persistently high unemployment rate, the need for small businesses to create new jobs is self- 
evident. 

According to the Small Business Administration, over half of all employed Americans 
work for small businesses which account for 98 percent of all U.S. employers. Additionally, 
small businesses account for nearly 45 percent of the total private sector payroll. In 2010. small 
businesses accounted for 7S percent of all new jobs created in America.' Small businesses are a 
critical source of economic growth and new jobs which is why U.S. tax policies must encourage 
these businesses to reinvest their profits in a manner that will foster job growth. 

One may question whether tax reform can create jobs, but it cannot be denied that the 
time and resources consumed by tax compliance foster neither economic growth In the small 
business community nor efficient tax administration. In fact, the Taxpayer Advocate has labeled 
the complexity of the Internal Revenue Code the 'most serious problem' taxpayers, including 
small businesses, encounter. Despite continual calls for simplification, there have been no 
fewer than 4,428 amendments to the Code over the last 10 years. The Taxpayer Advocate 
estimates that each year small businesses spend approximately 2.5 billion hours complying with 
tax filing requirements, the equivalent of 1,250,000 full-time jobs. In addition, over 70 percent 

‘Small nusiiicK Adminisiniuon. ‘'fhc Hole orSmuil liiisiiicss in l-eonomic ol’thc United SuiK**!: Frcmi the l.nd of 

lh«: Kjireiin Wiir lu ihe Ra'writ.*’ 20l(E ul p. 6. 
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of all unincorporated businesses use paid tax preparers and spend over $16 billion for 
professional advice and compliance assistance from attorneys and accountants! While this 
complexity has spawned full employment for tax professionals, our economy cannot prosper 
when businesses, especially small businesses, are diverting valuable time and resources to 
unproductive behavior that Is an inevitable drag on the economy. 

Any reform that reduces the time and cost of complying with tax filings will enable small 
businesses to use their resources In more productive ways. In addition, making tax compliance 
more understandable will serve to change the public's perception that the Code is unfair and 
replete with "loopholes" only understood by sophisticated tax professionals. In short, we 
believe that simplifying the tax code will increase taxpayer compliance, ease the burden of tax 
administration, raise government revenue and ultimately reduce the tax gap. 

Our view is that one of the most effective ways to reduce the current tax compliance 
burden on small business is to dramatically simplify the manner in which they compute their 
income subject to tax. The rules governing the computation of taxable Income are not only 
unduly complex, they are unnecessarily burdensome. Put simply, we propose an alternative 
method for small businesses to maintain their tax books and records and compute their taxable 
income: The Simplified Cash Method of Accounting ("SCM"). The SCM would enable small 
businesses to focus their efforts on growth rather than filling out tax forms. It would also 


Toikpuvcr Advuwatcs ^i;rvici: 3lM0 Annual RqHtri lit C'ungrvss • \oliiinL' pp. 
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reduce time consuming and expensive administrative burdens upon the IRS and foster an 
overall economic climate that would unleash resources that can be devoted to more 
productive, job creating activities. 

Under the "simplified cash method" of accounting ("SCM") computation of taxable 
income would be reduced to the following formula: 

Cash Receipts 

less: Cash Expenses including: 

• Inventory 

• Prepayments 

• Materials/Supplles 

• Depreciable Property 
Taxable Income 

In short, derivation of taxable income would be based solely on amounts actually 
received or paid during the tax year by means of examining the taxpayer's checkbook for when 
checks were written and deposits made 

With respect to gross income, under SCM gross income would consist only of cash, 
property or services received during the taxable year without regard to imputed income under 
the constructive receipt, cash equivalence or economic benefit doctrines Although determining 
and valuing the receipt of in-kind goods and services will continue to be an issue, small 

KOGOD SCHOOL OF BUSINESS 

4400 MASSACHUSETTS AVENUE, NW WASHINGTON DC 20016-8044 202-885-6505 
FAX: 202-885-1390 
Kogod.amdrican.edu 




137 



AMERICAN UNIVERSITY 

W \ S II I \ (. T I) I) ( 

KOGOD TAX CENTER 

businesses will otherwise be able to calculate Income by adding up their bank deposits for the 
year. Any timing advantage afforded to taxpayers from not being subject to the Judicial 
doctrines mentioned above will be minimal given that small businesses cannot, as a practical 
matter, defer recognition of cash by more than a few months without creating severe cash flow 
problems with regard to the payment of their own bills. The complexity of the Judicial doctrines 
mentioned above does not warrant their application to small businesses. 

With respect to tax expenses, there are four areas that create most of the complexity 
for small businesses: Inventory, prepayments, material/supplies, and depreciable property. We 
would propose that all expenditures for inventory, prepayments, materials/supplies and 
depreciable property be deductible when paid. All current expenditures, including those for the 
acquisition and/or construction of inventory, would be deducted when paid. While a technical 
violation of the matching principie of accounting, ailowing for the immediate deduction of the 
cost of inventory simplifies a small business recordkeeping at relatively little cost to the 
government. For a small business to stay in business inventory paid lor and deducted in one 
year will likely be sold no later than the next year to ensure sufficient cash flow tor the business 
to continue in operation. The same holds true for prepayments. The vast majority of small 
businesses do not have the financial wherewithal to prepay expenses at all, let alone make 
substantial prepayments 

Permitting the immediate expensing of depreciable property simply continues 100% 
bonus depreciation for property acquired In 2011 and expands upon the §179 expense 
allowance currently available for small businesses. It may be appropriate to put some sort of 

KOGOD SCHOOL OF BUSINESS 
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limitation on the ability of small businesses to Immediately deduct otherwise depreciable 
property, such as certain very long lived property. But, as a general principle, we would 
advocate allowing small businesses to immediately deduct amounts they spend for otherwise 
depreciable property. Finally, exempting small businesses from the extensive proposed rules 
relating to whether an expense should be capitalized or deducted naturally follows If small 
businesses are allowed to Immediately expense depreciable property. As discussed below, 
thresholds or limitations should be established to limit SCM to only small businesses similar to 
those currently described in §448 or §179. 

Thresholds or limitations should be established to limit SCM to only small businesses 
similar to those currently described in §448 or §179. Under current law, only sole 
proprietorships, S corporations, qualified personal service corporations, C corporations with 
gross receipts of not more than S5 million and partnerships with no partner being a C 
corporation with gross receipts over $5 million may currently use the cash method. We would 
propose applying these same limitations tor the SCM. If these limitations were used, 
approximately 99 percent of all business taxpayers accounting for over 12 percent of all 
business gross receipts will qualify for the proposed SCM accounting method. Alternatively, If 
the gross receipt dollar limits for SCM's adoption were set at $S,000,000 or $10,000,000 for all 
taxpayers almost the same 99 percent level of qualification would be reached. The small 
decrease (.4 %) would be primarily attributable to sole proprietorships, S corporations and 
qualified personal service corporations whose gross receipts exceed the $5,000,000 or 
$10,000,000 threshold. Regardless of whether a $5,000,000 or $10,000,000 gross receipt 
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dollar limitation Is utilized, the percentage of business gross receipts subject to SCM would 
Increase to around 16 percent. 


Because most businesses will qualify for SCM and Its reduced tax compliance burdens, 
taxpayers will be more able to maintain their own accounting records and prepare their own 
returns reducing the need for costly tax professionals who currently prepare over 70 percent of 
all business returns. Such a reduction in the reliance on tax accountants and lawyers will foster 
a better appreciation by average Americans that the tax law is not benefitting only special 
interests but is, in fact, attempting to measure each taxpayer’s true economic income. In short, 
SCM will offer better compliance at lower cost to both taxpayers and the government with 
minimal, if any, loss of tax revenue. 

Background on the Kogod Tax Center 

The Kogod Tax Center is a tax research institute located at American University’s Kogod 
School of Business. The Center promotes balanced, nonpartisan research on tax law, the 
challenges of tax compliance and planning, and the implications of tax reform 

Our efforts focus principally on tax issues affecting small businesses, entrepreneurs, and 
middle-income taxpayers. We develop and analyze potential solutions to selected tax-related 
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problems faced by these three sectors of the economy promote public dialogue to inform 
taxpayers, policymakers, academics, the press, and tax practitioners about critical tax issues. 


We appreciate your taking our concerns on behalf of small businesses into account. 
Please do not hesitate to contact me if you have any questions. 


KOGOD SCHOOL OF BUSINESS 
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statement on behalf of the National Association of Home Builders 

Committee on Ways and Means 
Hearing on 

The Treatment of Closely-Held Businesses in the Context of Tax Reform 


March 7. 2012 


I'hc National Associallon ut'Home Builders (NAIIBl appreciates the upponunlly to submit this 
statement on the ''Treatment orciosely-lleld Businesses in the Context ofTax Reromi.” 

Founded in 1942. NAHH is a I'ederalion of more than 800 alliliated sulc and local building 
industry associations. It is the voice of the housing industry in the United States. NAHB 
represents more than 140.000 builder and associate members throughout the country, including 
individuals and firms that construct and supply single-family homes. a.s well as apartment, 
condominiujn. inultit'amlly, commercial and industrial builders, land developers and remodclers. 

Residential Construction is Small Business Dominated 

Tlic residential construction .sector, which includes single-family and multifamily home builders, 
remodelers and other businesses connected to the hou.sing sector, is dominated by small 
businesses. The median NAHB home builder member has 4 employees, constructs 3 homes per 
year, and reports less than SI million in gross receipts. Approximately 80% of NAHB's 
membership consists of bicsinesses organi/.ed as non C-Corporation entities (sole proprietorships, 
paritrcrsbips. LLCs and S Corporations!. Of the 20% of members organized as C Corporations, 
very few are publicly-traded corporations. 

Because housing plays such a central role in the economy, tax changes that impact pass-thru 
entities could have a broad impact — both po.sitive and negative — on the economy ns a whole. 
Housing contributes to gross domestic product (GDP) in two basic ways: through private 
residential investment and consumption spending on housing .services. Historically, residential 
investment has averaged roughly 5 percent of GDP while housing services have averaged 
between 12 and 13 percent, for a combined 17 to 18 percent of GDP. These shares tend to vary 
over the business cycle. Residential investment includes construction of new single family and 
multlfamily smictures, residential remodeling, production of manufactured homes, and brokers' 
fees. Consumption spending on housing services includes gross rents ( which include utilities) 
paid by renters, and owners' imputed rent (an estimate of how much it would cost to rent owner- 
occupied units), and utility payments. 

1 
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Currently, because of the impacts of the Great Reccsision, housing's total contribution to GDP 
stands at 14.9 percent. Housing starts arc down by more than 75% since their peak at the 
beginning of 2006. with more than 1.45 million jobs lost in the residential construction sector. 
Home prices arc down approximately one-third from 2006 levels, wiping out trillions of dollars 
of w ealth of the nation’s 75 million homeowners. 

The ongoing depression In the residential construction industry also translates into lower federal 
tax revenue as builders and the housing service sector struggle. Residential construction 
provides a sizeable revenue source for local, slate and federal govemmenls. NAMI) strongly 
believes there is great potential for increased revenue if tax reforms are implemented that both 
promote economic growlh and recognize the importance of housing to the economy. 

NAHB estimates the following ccottotnic impacts from home building attd remodeling.’ 
Construction of an average single-family home creates 3.05 jobs and generates SS9,216 in 
federal, state, and local tax revenue. Construction of an average mullifamily unit creates 1.16 
jobs and generates $33,494 in federal, slate and local tax revenue, (ixpendilures of $100,000 of 
remodeling improvements create l.l I jobs and generates $30,217 in federal, stale and local tax 
revenue. 

Until the nation's housing markets recover, there can be no robust economic recovery for the 
economy at large. I lousing is linked to household wealth, consumer confidence, a healthy labor 
market (by enabling people to locate from city to city), and the direct jobs impact connected to 
the housing industry. 

Business 3'ux Policy and Home Building 

Given that most home builders and remixlelers are organized as |>ass-thru entities lor lax 
purposes, the individual income tax rate system functions as the de facto business Iilx rate, for 
this reason, the nation's home builders support extending the 2001/2003 individual income lax 
rate reductions. 

Furthermore, as small fmns. there are certain tax rules that help reduce the administrative burden 
that complicated tax rules can impose on businesses that do not have in-house lax experti.se. 
Good examples of the simplifying rules include the section 179 small business expensing 
provisions and the cash tax accounting rules. Both of these provisions significantly reduce the 
compliance costs of the existing lax code. Moreover, cash accounting is critical for small firms 
because it helps prevent a liming mismatch between taxes paid and actual revenue received. 
Under an accrual basis, it is possible for small firms to owe taxes before revenue is in hand, 
thereby creating cash tlow challenges. Such taxation would constitute lax of “phantom income," 
as it requires paying taxes on money not yet received by the business. 


’ The Direct Impact of Home Building and Remodeling on the U.S. Economy. NAHB Economics Group. 
(htip;//yvww.nahb.orB/genertc.asp)(?5ectiqnlDs734&geneflcConiemi0=103SA38iChannetlD=3Jl ) 
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Another important rule for home builders that helps prevent taxation on phantom income is the 
section 460(e) home eonsmiclion contract exception to the long-term tax accounting rules. In 
general, the tax code requires businesses operating under contracts that require more than one tax 
yt“dr to complete (long-term contracts) to pay taxes on the expected revenue (a form of phantom 
income) proportionally for each year of the contract. This is in contrast to the completed contract 
method. 

These rules were established by the Tax Reform Act of 1986 to ensure large businesses operating 
under contracts lasting many years did not defer tax liability fur long periods of time. This would 
occur in absence of the long-term contract rules because such taxpayers could defer income tax 
payment until the contract was completed. 

Section 46(Hc) provides an important exception to the.se long-term contracts for certain home 
building contracLs. This change was tiiadc after the 1 986 reform elTorl because it was recognized 
that home building was an example of a small business under which construction could take 
slightly more than a year (or span two tax years). TIte home construction contract exception 
allows home builders to use the completed contract method of tax accounting, thereby preventing 
home builders from having to finance half of the expected income tax paytnent associated with 
the construction and sale of a home, us would be required under the long-term tax accounting 
rules. Under the tax code, a qiialiHed home construction contract is a construction contract for 
which at least 80 percent of the estimated total costs arc reasonably expected to be attributable to 
construction or development of the dwelling units contained in buildings with 4 or fewer units 
and improvements to real property located on the site of such units. 

Finally, due to the Great Recession and its economic impacts, another form of phantom income 
taxes is taking a toll on many home builders across the nation. Section 108 of the tax code 
requires cancelled debt to be treated as taxable income. As pan of the consequences of the 
housing market crisis, many builders own land that was purcha.sed with acquisition, development 
and construction (AD&C) loans from both national and community banks. As land prices fell, 
some of these loans became distressed. Elions were and continue to be made to mitigate troubled 
loans. Some of these market-based elTorts involve limited principal reduction, interest rate 
decreases, term extensions, or other actions that would constitute cancellation of debt. 

Unfonunalely. such actions also give rise to income lax liability for small linns already facing 
the worst market environment since the Great Depression. As a result, the only option for many 
of these firms is declare bankruptcy or become insolvent. Unlike large firms, bankruptcy for 
many, small fainily-ttwned firms can mean the end ofgeneralions-old family enterprises. 

As part of the American Recovery and Reinvestment Act of2009, Congress provided an up to 
lO-year lax deferral for such income tax liability for debt forgiven in 2009 and 2010. However, 
for builders operating in slates where debt issues became a factor in 201 1. this deferral olTcred 
no benefit. And the deferral itself was of limited benefit for small businesses without the access 
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10 lending and eapilnl that large businesses possess and without which it is dilTicull to maintain 
operations. 

For this reason. NAUB supports providing a ta.\ exclusion for business debt forgiveness for debt 
mitigation elTorts in 201 1 and for a nimiber of years lliereafter. until the business economic 
environment substantially improves. Such a tax policy change would enable small, family ow ned 
firms to avoid bankruptcy and contribute to the economy recovery as individual local markets 
improve. 


J.P. Delmore 

Assistant Vice President, Government Affairs 
National Association of Home Builders 
( 202 ) 266-8412 
jdelmore@nahb.org 
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Chairman Camp. Ranking Member Levin. Members of Ihe Ways and Means Committee, the 
National Beer Wholesalers Association (NBWA) appreciates the opportunity to comment on the 
treatment of closely-held businesses in tax reform. The NBW^A is a trade association tliat 
represents the interests of the 3.300 licensed, independent beer distributors - with operations 
located in every state and congressional district across the United States. NBWA members 
directly employ approximately dS.OOO hardworking Americans who earn good wages and 
receive employer-provided benefits. 

NBWA member companies are closely-held businesses. For them, tax reform repre.sents a 
potential opportunity to improve Ihe lax laws by reducing unnecessarily high tax rales while 
simplifying Ihe rules by eliminating narrow, special bcnelils that apply to a limited number of 
taxpayers. However, like other closely-held businesses, NBW.A members are anxious about lax 
reform. Based on .some of Ihe incomplete lax reform proposals that have been di-scussed to dale, 
distributors arc worried that tax reform could result in significantly higlier taxes on their business 
income. 

As is common for closely-held businesses. N BW A member companies are generally organized 
as partnerships, limited liability companies, or S corporations. Along with sole proprietorships, 
these business types arc treated as “flow-through entitie.s" under the tax law - the business 
owners pay tax directly on the income of the business. As a recent Ernst & Young study 
revealed, businesses organized in “flow-through" form account for more than half of all jobs in 
the United States. Any tax reform that results in a higher tax burden for these flow- 
through businesses would harm their ability to continue to serve as the main producers of 
jobs in the LI..S. economy. 

As Ihe Ways and Means Committee continues to consider lax reform, we believe it should keep 
in mind a few basic principles to avoid an adverse impact on closely-held businesses. 

First, tax reform should be comprehensive, encompassing both businesses and individuals. Tax 
refonu that is limited to reducing corpoiaie tax rates and that is paid for by eliminating business 
tax deductions and credits acro.ss-lhe-board could result in significantly higher taxes on the 
income of the 95% of U.S. business entities organized in flow-through fonn. 

A corollary is that lax refonn must set the tax rates of corporations and individuals at the same, 
lower rates. Tlie lop tax rates on flow-through business income are already set to increase from 
35% in 2012 to nearly 45% in 2013. And some in Congress have suggest^ increasing the lop 
individual tax rates paid on flow-through business income even higher. Tlie tax rates on closely- 
held business income should be reduced, not increa.sed. 

Congress should also continue to seek ways to eliminate Ihe economic distortions caused by Ihe 
double taxation ofcorporate income. The Administration has proposed to nearly triple the top 
individual tax rate on div idends. As Chainnan Camp pointed out during a hearing last month. 
■'becau.se dividends are paid out of income that has already been utxed at the corporate level and 
then are taxed again in the shareholder's hands, this proposal would push Ihe total federal tax 
rate on dividends to 64%.” Flow-through husine.ss entities are not subject to this punitive 
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douhle-laxatioii, bul this comes al a significunl price; in order to retain their How-through status, 
they arc denied access to public capital markets. 

As Chairman Camp noted in the announcement for this hearing, .some have suggested the idea of 
subjeeling existing flow -through entities to double taxation as C corporations. Obviously such 
an idea would harm alTected closely-held businesses and would cost them in their ability to 
invest and provide jobs. The double-taxation of corporate income is almost universally 
recognized to be undesirable, so subjecting thousands or millions of additional businesses to a 
double-tax regime cannot be viewed as a "refonn." Expanded double-taxation certainly would 
not result in the type of pro-growth lax system that should be the Committee's goal. 

With regard to the accounting concerns that arc also a subject of this hearing, NH WA would urge 
the Committee to avoid in lax reform accounting changes that have rctrospc’clive impact or that 
will result in an acceleration of taxes paid by closely-held businesses. An example of such an 
accounting change is the Administration proposal to repeal the last-in-firsl-oul (LIFO) method of 
inventory accounting. Repeal of LIFO would have an immediate adverse impact on the cash 
How of NUWA members and others maintaining LIFO inventories. As a result of LIFO repeal, 
diesc husines.scs would owe significantly more in current taxes without having any additional 
business receipts out of which to pay those taxes. Any such impact on business cash flows 
would jeopardize the ability of alTected busines.scs to continue to provide jobs. 

Beer distributors continue to provide tremendous employment opportunities to hard-working 
men and women across the nation. We look forward to the opportunity to work wiUr you and 
your Commillec during the lax reform process and will do all that we can to ensure that 
America’s small businesses will not be negatively impacted by lax reform. 

Thank you for your consideration of NBWA's views. 


Craig A. Purser 
NBWA President and CEO 
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March 6. 2012 


The Honorable Dave Camp 
Chairman 

House Committee on Ways and Means 
United States House of Representatives 
1102 Longworth House Office Building 
Washington, OC 20515 

The Honorable Sandy Levin 
Ranking Member 

House Committee on Ways and Means 
United States House of Representatives 
1102 Longworth House Office Building 
Washington, OC 20515 


The Honorable Max Baucus 
Chairman 

Senate Committee on finance 
United States Senate 
219 Dirksen Senate Office Building 
Washington. OC 20510 

The Honorable Orrin Hatch 

Ranking Member 

Senate Committee on Finance 

United States Senate 

219 Dirksen Senate Office Building 

Washington, DC 20S10 


Dear Chairmen Camp and Baucus and Ranking Members ievin and Hatch: 


Ther^ is an overwhelming consertsus among taxpayers, Congress, academics and nearly all 
other stakeholders that the federal tax system must be reformed and simplified in order for 
U S. businesses to compete globally, promote economic growth and create U.S. jobs. 

We believe the cornerstone of reform most be a significant reduction in the current 35H 
statutory corporate tax rate, which is why we have come together as the RATE Coalition 
{Reforming America's Taxes Equitably). The RATE Coalition is made up of like-minded 
businesses and associations with the purpose of advocating for sound and equitable reforms to 
the federal tax code that would reduce the corporate tax rate in order to improve the 
competitiveness of American business. Importantly, In our current deficit environment, we 
understand that base-broadeners may be required to achieve a meaningful corporate rate 
reductiop- 


Coalition member companies employ millions of Americans and provide benefits for retirees 
right here in the U.S.; yet higher tax rates and a complicated tax code put our companies at a 
distinct competitive disadvantage compared to our foreign competitors. In a global economy 
where capital is highly mobile, it's simply harder to compete from America. Research has found 


www.RAT Ecoalitlon com 

info^ratecoalltion.cotn | g66-832*4674 | P.O. Box 33817, Washington DC, 20033 
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that the corporate Income tax rate can have a large Impact on where companies choose to 
place production facilities and on the size of investments. We need to ensure that America is 
the place to invest now and in the future. 

It has been 25 years since the last comprehensive tax reform was accomplished. Since then, 
other countries' tax systems have changed dramatically, and not to our benefit. Our 
competitors in the OECD have towered their statutory tax rates while the U.S. rate has 
remained relatively constant. This has resulted in an uncompetitive tax environment that 
discourages investment and job creation here at home. 

A lower U.S. corporate tax rate offers critical benefits to the U.5. economy and to all 
Americans. Most importantly, a lower corporate rate will boost investment In the U.S., bringing 
more American jobs, innovation and growth. 

We urge you to move forward now to enact a lower corporate (ax rate and restore America’s 
competitive edge. 

Respectfully, 


Michael E. Szymanczyk 
Chairman and 
Chief Executive Officer 
Altria Group, Inc. 


Edward R. Hamberger 
President and 
Chief Executive Officer 
Association of American Railroads 


Randall Stephenson 
Chairman and 
Chief Executive Officer 
AT&T Inc. 

Larry J. Merlo 
President and 
Chief Executive Officer 
CVS Caremark 


Jim McNerney 
Chairman, President and 
Chief Executive Officer 
The Boeing Company 

Frederick W. Smith 
Chairman of the Board and 
Chief Executive Officer 
FedEx Corporation 


Alan Roger Mulally 
President and 
Chief Executive Officer 
Ford Motor Company 


Gregory B. Maffei 
President and 
Chief Executive Officer 
Liberty Media 


Robert J. Stevens 
Chairman and 
Chief Executive Officer 
Lockheed Martin Corooratlon 


Terry J. Lundgren 

Chief Executive Officer, Chairman of the 
Board, President, and Director 
Macv’s. Inc. 
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Matthew Shay 

William H. Swanson 

President and 

Chairman and 

Chief Executive Officer 

Chief Executive Officer 

National Retail Federation 

Raytheon Company 

Philipp Humm 

Glenn Britt 

Chief Executive Officer and 

Chairman and 

President 

Chief Executive Officer 

T-Mobile 

Time Warner Cable 

Scott Davis 

Lowell McAdam 

Chief Executive Officer 

President and 

United Parcel Service 

Chief Executive Officer 

Robert A. Iger 

President and 

Chief Executive Officer 

The Wall Disney Company 

Verizon Communications Inc. 
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